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OVERSIGHT OF TAX LAW RELATED TO 
HEALTH INSURANCE 


THURSDAY, APRIL 23, 1998 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Oversight, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 1:07 p.m., in room 
B-318, Rayburn House Office Building, Hon. Nancy L. Johnson 
(Chairman of the Subcommittee) presiding. 

[The advisory announcing the hearing follows:] 
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ADVISORY 

FROM THE COMMITTEE ON WAYSAND MEANS 
SUBCOMMITTEE ON OVERSIGHT 

FOR IMMEDIATE RELEASE CONTACT: (202) 225-7601 

April 16, 1998 
No. OV-15 


J ohnson Announces Hearing on 
Oversight of Tax Law Related to 
Health Insurance 


Congresswoman Nancy L. Johnson (R-CT), Chairman, Subcommittee on Over- 
sight of the Committee on Ways and Means, today announced that the Subcommit- 
tee will hold a hearing on oversight of current tax law related to health insurance. 
The hearing will take place on Thursday, April 23, 1998, in room B-318 Rayburn 
Flouse Office Building, beginning at 1:00 p.m. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be from invited witnesses only. Flowever, any individual or organization 
not scheduled for an oral appearance may submit a written statement for consider- 
ation by the Committee and for inclusion in the printed record of the hearing. 

BACKGROUND: 

Under the Internal Revenue Code, employees are not taxed for the benefits they 
receive in the form of employer- provided health insurance coverage, and employers 
can deduct the cost of providing the coverage. A portion of health insurance pre- 
miums paid by self-employed individuals is also deductible. 

The Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) (P.L. 99- 
272), as amended, requires employers with 20 or more employees, who provide 
health insurance plans, to offer continued access to group health insurance to quali- 
fied beneficiaries generally for up to 18 months (in some cases for longer periods 
of time) if the beneficiaries lose coverage under the plan as a result of a qualifying 
event, such as termination of employment (other than for gross misconduct). 

The Flealth Insurance Portability and Accountability Act of 1996 (P.L. 104-191) 
includes tax provisions related to health coverage portability, increasing the deduc- 
tion of health insurance costs for the self-employed, establishing a deduction for 
employer-provided long-term care insurance, and Medical Savings Accounts. 

Other tax-law provisions related to health insurance include cafeteria plans and 
flexible spending arrangements, itemized deductions for medical expenses, the use 
of excess pension assets to fund retiree health benefits, and several provisions relat- 
ed to long-term care. 

In announcing the hearing. Chairman J ohnson stated: 'The deductibility of em- 
ployer contributions to employee health insurance plans has been a significant fac- 
tor in providing coverage to American workers. Over 65 percent of the non-elderly 
receive employment-based coverage. We need to examine the tax incentives that are 
currently in place to determine whether we can do more." 
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FOCUS OF THE HEARING: 

The hearing will examine the operation of current tax law related to health insur- 
ance, and in particular, the effectiveness of the employer deduction for health care 
for employees, the COBRA health care continuation rules, and the premium deduc- 
tion for the self-employed. 

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS: 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit at least six (6) single-space legal-size copies of 
their statement, along with an IBM compatible 3.5-inch diskette in ASCI I DOS Text 
or WordPerfect 5.1 format only, with their name, address, and hearing date noted 
on a label, by the close of business, Thursday, May 7, 1998, to A.L. Singleton, Chief 
of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102 Long- 
worth House Office Building, Washington, D.C. 20515. If those filing written state- 
ments wish to have their statements distributed to the press and interested public 
at the hearing, they may deliver 200 additional copies for this purpose to the Sub- 
committee on Oversight office, room 1136 Longworth House Office Building, at least 
one hour before the hearing begins. 

FORMATTING REQUIREMENTS: 

Each statement presented for printing to the Committee by a witness, any written statement 
or exhibit submitted for the printed record or any written comments in response to a request 
for written comments must conform to the guidelines listed below. Any statement or exhibit not 
in compliance with these guidelines will not be printed, but will be maintained in the Committee 
files for review and use by the Committee. 

1. All statements and any accompanying exhibits for printing must be typed in single space 
on legal-size paper and may not exceed a total of 10 pages including attachments. At the same 
time written statements are submitted to the Committee, witnesses are now requested to submit 
their statements on an IBM compatible 3.5-inch diskette in ASCII DOS Text or WordPerfect 
5.1 format. Witnesses are advised that the Committee will rely on electronic submissions for 
printing the official hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub- 
lic hearing, or submitting written comments in response to a published request for comments 
by the Committee, must include on his statement or submission a list of all clients, persons, 
or organizations on whose behalf the witness appears. 

4. A supplemental sheet must accompany each statement listing the name, full address, a 
telephone number where the witness or the designated representative may be reached and a 
topical outline or summary of the comments and recommendations in the full statement. This 
supplemental sheet will not be included in the printed record. 

The above restrictions and limitations apply only to material being submitted for printing. 
Statements and exhibits or supplementary material submitted solely for distribution to the 
Members, the press and the public during the course of a public hearing may be submitted in 
other forms. 


Note: All Committee advisories and news releases are available on the World 
Wide Web at 'http://WWW.HOUSE.GOV/WAYS_MEANS/'. 


The Committee seeks to make Its facilities accessible to persons with disabilities. 
If you are In need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY In advance of the event (four business days notice Is r^uested). 
Ouestlons with regard to special accommcxfatlon needs In general (Including avail- 
ability of Committee materials In alternative formats) may be directed to the Com- 
mittee as noted above. 
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Chairman J ohnson [presiding]. The meeting wiii come to order, 
it is a pieasure to weicome you here today. 

The tax provisions in current iaw reiating to heaith care are 
short on consistency and more importantiy, short on fairness. This 
is hardiy surprising, given the history of heaith insurance in this 
century. But with so many working Americans without heaith in- 
surance coverage, it's a cause for great concern. 

Before the thirties, few heaith insurance pians existed. Fuiiy 90 
percent of the medicai expenses were paid out of pocket. During 
the Great Depression, as an increasing number of peopie were un- 
abieto afford medicai care, hospitai-sponsored heaith insurance ar- 
rangements were created. 

By the iate thirties, commerdai insurers were offering com- 
prehensive and major medicai pians. in the forties, wartime price 
stabiiization poiicies capped wages. Consequentiy, empioyers couid 
not increase wages, but were often wiiiing to increase compensation 
by providing more generous benefit packages, inciuding heaith in- 
surance, to attract empioyees. Uni ike wages, compensation in the 
form of heaith insurance was a tax-free benefit. 

As a resuit, today's heaith insurance system is based primariiy 
on empi oyer-provided coverage with severai pubiic programs fiiiing 
in some of the gaps in coverage. 

Over the years, the Tax Code has been amended, as the Nation's 
heaith insurance system has evoived. in 1943, the iRS ruied that 
empioyer contributions to group heaith insurance poiicies were not 
taxabie to the empioyee. in 1953, the Service rui^ that empioyer 
contributions to individuai heaith insurances were taxabie, a deci- 
sion overturned when Congress enacted section 106 in 1954. 

ERiSA, the Empioyee Retirement income Security Act, adopted 
in 1974, and the Revenue Act of 1978 estabiished the ruies for cafe- 
teria pians. The heaith care continuation ruies known as COBRA, 
the Consoiidated Omnibus Budget Recondiiation Act, were enacted 
in 1985. A provision for a deduction for heaith insurance costs for 
the uninsured was added by the 1986 Tax Reform Act, and broad- 
ened most recentiy by HiPAA, the Heaith insurance Portabiiity 
and Accountabiiity Act. HiPAA aiso provides i imitations on pre- 
existing condition exciusions and favorabie tax treatment for iong- 
term care coverage and for medicai savings accounts. 

Considered in isoiation, aii these provisions made good sense. Yet 
miiiions of Americans are paying their own heaith insurance pre- 
miums without the tax breaks avaiiabie for empi oyer-provided cov- 
erage, or for the seif-empioyed. And miiiions more are unabie to af- 
fordf insurance at aii. 

i have given a great deai of thought to how to go about making 
these tax provisions fairer, more consistent, and rationai. The Tax 
Fairness for Heaith Consumers Act, which i have introduced this 
spring, wouid be one step in the right direction. My iegisiation 
wouid address the inequities that exist in our current system by 
giving individuais the same heaith insurance tax benefits that the 
seif-empioyed enjoy. 

Congress provided tax deductibiiity for empioyer-subsidized 
heaith pians to encourage empioyers to offer coverage. We shouid 
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do no less for the millions of Americans who are not fortunate 
enough to have health coverage through their employers. 

My legislation also builds on the portability provisions estab- 
lish^ in HIPAA by making COBRA coverage deductible. It also 
would build on the long-term care tax incentives established in the 
HIPAA Act by allowing individuals who purchase long-term care 
policies to deduct the costs of these policies. 

This hearing is an opportunity to review the effects of current 
tax law on health care coverage. With the information we gather 
today, we can better understand how to improve the Tax Code to 
provide broader access to health coverage. 

Before hearing from the first panel, I'd like to yield now to my 
Ranking Member, Mr. Coyne. 

Mr. Coyne. Thank you, Mrs. J ohnson. And I want to thank you 
for scheduling this hearing here today. The growing number of 
working families without health insurance is of serious concern to 
us all. I am pleased that our Subcommittee has this opportunity to 
discuss the problem and some of the possible solutions. 

In my home State of Pennsylvania, 1.2 million people do not 
have health insurance. Over one-quarter of a million of them are 
children. Last year. Congress took an important step toward pro- 
viding insurance coverage for children by creating CHIP, the Chil- 
dren's Health Insurance Program. We can accomplish even more if 
we aggressively seek those uninsured children who qualify for as- 
sistance. 

However, 86,000 of the uninsured children in Pennsylvania, and 
a comparable number of uninsured children in other States, do not 
qualify for any health insurance assistance. We must look for ways 
to help all of those children. 

We must also help uninsured adults. Most of them work full time 
but are unable to afford private insurance or the insurance offered 
by their employers. 

The purpose of this hearing is to discuss the effectiveness of cur- 
rent tax benefits designed to help people obtain health insurance. 
Tax deductions and income tax exclusions are certainly one way to 
approach the problem. Federal tax benefits currently finance 15 to 
40 percent of the cost of health insurance for workers with 
employer-provided health benefits and for the self-employed. 

But no similar benefit exists for employees who must purchase 
their own insurance or cannot afford the health insurance offered 
by their employers. 

As we consider legislation to help more families afford health in- 
surance, we must understand that additional tax deductions will 
not provide the whole solution to the problem. Two-thirds of the 
uninsured earn twice the poverty level or less. That's about $15,000 
for an individual, or $32,000 for a family of four. Many of those 
working families have little or no tax liability. A tax deduction will 
not help them very much. Out-of-pocket costs like high deductibles 
and coinsurance payments are also a serious problem for families 
trying to afford health care. 

Our Subcommittee should also consider whether encouraging un- 
insured families to buy insurance on the open market is the best 
solution. The Commonwealth Fund has estimated that individual 
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insurance policies are 20 percent more expensive than employer- 
sponsored group plans, which take advantage of larger risk pools. 

In conclusion, over 40 million Americans lack health insurance. 
Many more struggle to pay the deductibles and coinsurance re- 
quired by their health plans. While recent data shows that more 
employers, including small businesses, are providing health bene- 
fits each year, the number of uninsured people continues to in- 
crease. 

I look forward to hearing suggestions from the witnesses here 
today and from my colleagues about how this trend might be re- 
versed. As we consider this problem, we need to keep in mind who 
the vast majority of the uninsured are and focus on solutions that 
will help as many people as possible. 

Thank you. 

Chairman J ohnson. Thank you. Bill. 

The first panel, please. Hon. Willis Gradison. Welcome, Bill, it's 
always a pleasure to have you with us. I'd like to offer a special 
welcome to Hon. George Reider, the Commissioner of Insurance 
from the State of Connecticut. I appreciate your being here, 
George. And Sal Risalvato from New J ersey, the owner of Riverdale 
Texaco and Precision Alignment Center. Thank you, welcome. It is 
a pleasure to have you. 

Mr. Gradison. 

STATEMENT OF HON. WILLIS D. GRADISON, J R., PRESIDENT, 
HEALTH INSURANCE ASSOCIATION OF AMERICA 

Mr. Gradison. Thank you very much for the opportunity to tes- 
tify on behalf of the Health Insurance Association of America. It's 
always a privilege to appear before my former colleagues on this 
Subcommittee and a particular pleasure today to renew acquaint- 
ances with so many members of the staff who so ably serve Mem- 
bers on both sides of the aisle. 

Despite vast changes in the private health care market and im- 
portant State and F^eral health care legislation passed during the 
last few years, there are still more than 41 million Americans with- 
out health insurance. That is why we are encouraged by the re- 
newed interest in reducing the number of uninsured Americans by 
making health coverage more affordable. 

I applaud you. Madam Chairman, for introducing H.R. 3475, 
which would allow individuals without employment-based health 
coverage to deduct the cost of health insurance premiums from 
their taxes. This important legislation underscores the need to 
make health care more affordable for more Americans. It would 
also provide greater equity in the tax treatment of health insurance 
between people who obtained coverage at their place of employment 
and people who purchase coverage in the individual health insur- 
ance market. 

The private employment-based health care system has been tre- 
mendously successful in providing coverage to millions of Ameri- 
cans, even during times of rapidly increasing medical costs and 
swift improvements in medical treatment. 

Since the I nternal Revenue Service recognized in the early forties 
that employer contributions toward health insurance premiums 
were not taxable to employees, the number of people covered by 
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group health insurance has grown from less than 12 million to ap- 
proximately 150 million today. 

Nonetheless, there are practical limitations to relying solely on 
the employment-based system to expand health coverage to unin- 
sured Americans. Many people work for companies that do not offer 
health insurance or do not contribute to the cost of their employees' 
health coverage. 

In addition, the over 12 million self-employed individuals cur- 
rently may deduct only 45 percent of the cost of health premiums, 
and this will not reach full parity with larger firms under the cur- 
rent law until the year 2007. 

For these reasons, we strongly support greater equity in the tax 
treatment of health insurance benefits for the self-employed and for 
individuals. We believe this goal can be accomplished by taking a 
balanced approach that builds on the strengths of the employment- 
based market, rather than undermining it. The employment-based 
system can and should work in tandem with a vibrant individual 
private health insurance market. 

When considering options to make individual coverage more af- 
fordable, it is equally important that Congress avoid imposing on- 
erous requirements on the fragile individual market. Because the 
purchase of insurance is voluntary, guaranteed issue, community 
rating, and other similar mandates drive up insurance costs and, 
consequently, reduce the number of people covered by private in- 
surance. 

For example, following the adoption of community rating and 
guaranteed issue requirements in New Jersey, average rates for 
the most popular individual indemnity health plans rose to more 
than double the national average for rates for similar coverage. 

During 1996 alone, the number of people with individual cov- 
erage in New J ersey declined 17 percent, and the number of fami- 
lies covered declined 37 percent. We believe that State high-risk 
pools are a more responsible way to meet the needs of covering in- 
dividuals with higher health costs. 

Connecticut, for example, helps subsidize the cost of comprehen- 
sive medical benefits to about 1,200 high-risk individuals through 
a high-risk pool which caps rates for participants at 150 percent of 
standard premiums. These price caps work only when the nec- 
essary subsidy comes from broad-based sources. 

Risk pools, however, will solve only a small part of the puzzle. 
The vast majority of individuals without health coverage are not in 
poor health. The key to expanding private health coverage to these 
individuals is to make coverage more affordable by extending tax 
equity or direct subsidies to the individual purchasers. 

Madam Chairman, the legislation you have introduced to allow 
individuals without employment-based coverage to deduct the cost 
of health insurance would help to achieve this goal. FI.R. 3475 
builds on the employment-basea framework to gradually increase 
deductibility for individuals, rather than requiring that policies 
qualifying for the deduction include benefits mandated by the gov- 
ernment. 

We are pleased that you have chosen to allow private market 
flexibility and innovation. We are also pleased that your legislation 
enhances individuals' ability to fully deduct the cost of long-term 
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care insurance premiums. And in our written testimony, we pro- 
vided some specific examples of additional steps that could be 
taken in this area. 

Similar legislation introduced by Senator Boxer would allow indi- 
viduals to immediately deduct 100 percent of the cost of health in- 
surance premiums subject to a $2,000 annual cap. It would also 
allow individuals to deduct health insurance premiums whether or 
not they itemize their deductions. 

Because these two bills apply only to those individuals with tax 
liability, they are not the complete answer to the challenge of pro- 
viding health coverage to all uninsured Americans. There are 24 
million uninsured, over half of the uninsured, that have incomes 
below 200 percent of the poverty level. But the approach taken in 
both bills would help make coverage more affordable. 

In conclusion, we support the use of broad-based State and Fed- 
eral funding to subsidize the cost of health insurance for those who 
cannot otherwise afford it. We would also encourage Congress to 
consider tax credits, vouchers, and other subsidies as a means of 
making coverage more affordable for even more Americans. And we 
look forward to working with you and your colleagues on this Sub- 
committee. 

Thank you. 

[The prepared statement follows:] 

statement of Hon. Willis D. Gradison, J r., President, Health Insurance 
Association of America 

I appreciate the opportunity to testify today on behalf of the Health Insurance As- 
sociation of America (HIAA). It is always a privilege to appear before my former col- 
leagues on the Ways and Means Committee. HIAA is the nation's most influential 
advocate for the private, market-based health care system. Its 250-plus member 
companies provide health, long-term care, and disability-income coverage to more 
than 65 million Americans. 

HIAA has a long history of support for market-based initiatives designed to ex- 
pand access to health coverage. I want to commend you. Madam Chairman, for your 
continued dedication to these important issues. I also applaud you for introducing 
H.R. 3475, which would allow individuals without employment-based health cov- 
erage to deduct the cost of health insurance premiums. This important legislation 
underscores the need to make health care more affordable for more Americans and 
to begin providing greater equity in the tax treatment of health insurance whether 
people obtain their coverage at their place of employment or purchase coverage in 
the individual health insurance market. 

Despite vast changes in the private health care market, state initiatives, and im- 
portant bipartisan federal health care legislation passed during the 104th and 105th 
Congresses, there are still over 40 million Americans without health insurance. We 
are committed to working with Congress, and with the states, to preserve and im- 
prove the nation's private health care system and to expand opportunities for more 
Americans to purchase private health insurance coverage. 

In the aftermath of the Clinton Administration's failed attempt to expand health 
care coverage to all Americans over four years ago, it appears once again that there 
is increasing bipartisan interest in addressing these issues. For example, the Health 
I nsurance Portability and Accountability Act of 1996 (HIPAA) clarified the tax treat- 
ment of long-term care insurance, increased and accelerated the health insurance 
deduction for the self-employed, authorized the creation on a demonstration basis 
of tax-preferred medical savings accounts (MSAs), and made it easier for people to 
maintain health coverage when they change jobs. Last year. Congress attempted to 
expand health coverage for millions of uninsured children by committing more than 
$20 billion over five years to a new State Children's Health I nsurance Program and 
to an expansion of the Medicaid program. 

In addition to your legislation. Madam Chairman, Senator Boxer has introduced 
S. 1902, which also would allow individuals to deduct the cost of health insurance 
premiums under certain circumstances. It also has been reported that Chairman Ar- 
cher is developing a broader legislative measure to make health care more afford- 
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able. Among other tax initiatives, Chairman Archer reportedly would more quickly 
accelerate the gradual increase in deductibility of health insurance premiums for 
the self-employed, create new tax breaks for individuals purchasing long-term care 
insurance, create tax incentives for small businesses to buy health insurance for 
their workers and dependents, and provide a more generous tax deduction for health 
insurance purchased by individuals who do not have access to health coverage 
through an employer-sponsored health plan. 

The foundation for the current employer-based health care system was laid during 
the Second World War. In response to wartime wage controls put in pi ace to prevent 
companies from raising wages, employers began offering more generous health in- 
surance and other non-cash fringe benefits to their employees and deducting such 
costs as normal business expenses under section 162 of the tax code. In 1943, the 
Internal Revenue Service ruled that employer contributions toward premiums for 
group health insurance were not taxable to employees. 

Passage of the Employee Retirement Income Security Act of 1974 (ERISA) helped 
make it easier in many respects for large, multi-state employers to manage their 
fringe benefits and further cemented the relationship by which millions of workers 
receive health benefits through employer-sponsored plans. 

As a result of these changes, the number of people covered by group health insur- 
ance has grown from less than 12 million in 1940 to approximately 150 million 
today. 

At the same time, a series of amendments beginning in the early 1980s increased 
the floor for individually deductible medical expenses from 3 percent of adjusted 
gross income to its current 7.5 percent. These reductions in tax benefits for individ- 
ually paid premiums, among other factors, have contributed to a steep decline in 
the number of people insured through individual health insurance over the past two 
decades. Thirteen million people have individual coverage today compared with 36.1 
million in 1978. 

While the private employer-based health care system is firmly rooted in its his- 
toric past, it has been overwhelmingly successful in providing coverage to millions 
of Americans even during times of rapidly increasing medical costs and swift im- 
provements in medical treatment. 

Moreover, employer groups— particularly large employer groups— do a very good 
job of pooling health care risks, encouraging large percentages of employees and de- 
pendents to participate in their health plans, and spreading the costs of coverage 
among both healthy individuals and those that incur greater health costs. This pool- 
ing function is absolutely vital to maintaining a robust private market. In addition, 
administrative costs associated with group health insurance coverage generally are 
lower than for individual coverage. These facts, coupled with the favorable tax treat- 
ment of employer-sponsored coverage, have resulted in an employer-based structure 
that has been extremely successful in providing good health coverage to a large 
number of people in a relatively efficient manner. For example, the loss of revenue 
attributable to the employee exclusion has been estimated by the J oint Committee 
on taxation to be about $50 billion annually. That is a relatively efficient way to 
provide coverage to 150 million people when one considers that the Medicare pro- 
gram spends nearly four times as much to cover two-thirds fewer people. 

Despite these many positive attributes of employer-provided health care, there are 
some practical limitations to relying solely on employer-based coverage to expand 
health coverage to more uninsured Americans. 

Many people work for companies that do not offer health insurance or do not con- 
tribute to the costs of their employees' health coverage. One out of four employees 
between the ages of 18 and 64 is not covered by an employer-sponsored plan, either 
directly or as a dependent of another worker. This is particularly true of individuals 
who work for smaller firms. Fialf of the employees of firms with fewer than ten 
workers lack employer-sponsored coverage. 

In addition, the 12.3 million self-employed individuals currently may deduct only 
45 percent of the cost of health premiums and will not reach full parity with larger 
firms under current law until the year 2007. Forty-nine percent of uninsured work- 
ers are self-employed or work in firms with fewer than 25 employees. 

The availability of tax incentives is a key determinant as to whether an individual 
will be insured. According to the Employee Benefit Research Institute, individuals 
who pay for health coverage with their own after-tax dollars are 24 times as likely 
to be uninsured as those with employer-provided coverage. 

Today's changing workforce expectations and career patterns also increase the im- 
portance of maintaining a robust individual health insurance market. As you know, 
the nature of work itself is changing. The industrial revolution has given way to 
the information revolution. People entering the labor force today no longer expect 
to spend their entire career with one company. Employers are demanding more 
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highly-skilled and more flexible workers. Many employees today are being asked— 
and in some cases are seeking— to take more personal responsibility for their own 
benefits. 

For these reasons, the Flealth Insurance Association of America strongly supports 
greater equity in the tax treatment of health insurance benefits for the self- 
employed and for individuals. We believe this important goal can, and should, be 
accomplished by leaving in place the current employment-based market which is 
working so well for so many Americans. We believe that the employment-based sys- 
tem can work in tandem with a more vibrant individual private health insurance 
market. 

I n attempting to make coverage more affordable for more Americans by providing 
greater equity in the tax treatment of health benefits for individuals and the self- 
employed, we must be very careful to take a balanced approach that builds on the 
strengths of the employment-based market, rather than undermining it. Moreover, 
given rapid changes already underway in the market, a radical shift away from the 
current system (rather than supplementing employment-based system with a 
strengthened individual market) could be extremely disruptive and result in an in- 
crease in the number of uninsured. 

It is equally important when considering options to make individual health cov- 
erage more affordable that Congress and state legislatures avoid the temptation to 
impose onerous requirements on the individual private health care market. Because 
the purchase of insurance is voluntary, and because of the small, fragile nature of 
the individual market, guaranteed issue, community rating, and other similar man- 
dates drive up insurance costs and consequently reduce— rather than increase— the 
number of people covered by private health insurance. 

For example. Congress wisely avoided imposing individual market rating require- 
ments when it guaranteed certain individuals who lose group coverage access to in- 
dividual coverage under FIIPAA. While a recent General Accounting Office (GAO) 
report found that FIIPAA -eligible individuals were charged as much as 400-600 per- 
cent of standard premiums in four states where FIIPAA 's federal "fallback" mecha- 
nism has gone into effect, we have not seen evidence of comparable rates for these 
individuals in the 22 states that have adopted high-risk pools. Connecticut, for ex- 
ample, helps subsidize the cost of comprehensive medical benefits to about 1,500 
high risk individuals through a high-risk pool which caps rates for participants at 
150 percent of standard premiums. Such price caps may be tenable only when the 
necessary subsidy comes from general tax revenues or other broad-based funding 
sources, as is the case in state-created high-risk pools. 

Nonetheless, Senator Kennedy and Representative Pallone have introduced legis- 
lation (S. 1804/FI. R. 3538) that would cap rates for individuals eligible for coverage 
under FIIPAA at 150 percent of standard premiums, regardless of whether a state 
has adopted a mechanism to spread risks beyond the fragile individual health insur- 
ance market. 

A peer-reviewed actuarial analysis conducted by FIIAA found that the Kennedy/ 
Pallone legislation would raise costs an average of 10.9 percent for roughly 5.5 mil- 
lion Americans and cause nearly 160,000 people to lose coverage. States that have 
enacted guaranteed issue and some form of community rating in their individual 
health insurance markets have experienced similar cons^uences— significant in- 
creases in the price of indemnity insurance options, and significantly fewer people 
covered in the individual market. For example, following the adoption of community 
rating and guaranteed issue in New J ersey in 1993, average rates for the most pop- 
ular individual indemnity health plans rose to more than double the national aver- 
age of rates for similar coverage. During 1996 alone, the number of people with indi- 
vidual coverage in the state declined 17.2 percent, and the number of families cov- 
ered declined 37 percent. 

Experience clearly shows that, in attempting to expand health coverage to high- 
risk individuals, it is vital to provide a broad-based subsidy to offset additional 
costs, as in the risk pool model that has worked successfully in 22 states. Arbitrarily 
imposed price controls ignore the need for responsible funding of these costs, and 
threaten the very market we are relying on to provide coverage. 

Risk pools, however, will solve only a small part of the puzzle. The vast majority 
of individuals without health coverage are not in poor health. A 1994 Kaiser Family 
Foundation report, for example, asked uninsured individuals the primary reason 
they did not have insurance. Only three percent of respondents reported that they 
were uninsured because they had difficulty obtaining coverage due to ill health or 
prior illness, compared with 59 percent who indicated they could not afford health 
coverage. The key to expanding private health coverage to these individuals is to 
make coverage more affordable by extending tax equity or direct subsidies to indi- 
vidual purchasers. 
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Madam Chairman, the legislation you have introduced to allow certain individuals 
without employment-based coverage to deduct the cost of health insurance would 
help begin to achieve this goal. H.R. 3475, which would gradually increase individ- 
ual deductibility from 45 percent to 100 percent in 2007, has the virtue of building 
on the current deductibility framework for the self-employed. HIAA also is pleased 
that you have chosen to build on the current definition of medical care expenses 
under the tax code and allow private market flexibility and innovation, rather than 
requiring that policies qualifying for the deduction include benefits mandated by the 
government. 

We also are pleased that your legislation enhances individuals' ability to fully de- 
duct the cost of long-term care insurance premiums. Incentives for the purchase of 
long-term care insurance were included in HIPAA. As a result, a new federal focus 
on streamlining public expenditures and encouraging individual responsibility has 
emerged. Nevertheless, HIPAA is not a panacea and will not, by itself, achieve the 
optimum public-private partnership for long-term care financing. HIAA believes that 
other equally important tax-related changes, at both the federal and state levels, 
could make long-term care insurance more affordable to a greater number of people. 
The expansion of this market will restrain future costs to federal and state govern- 
ments by reducing Medicaid outlays. 

Providing additional tax incentives for these products would reduce the out-of- 
pocket cost of long-term care insurance for many Americans, would increase their 
appeal to employees and employers, and would increase public confidence in this rel- 
atively new type of private insurance coverage. In addition, it would demonstrate 
the government's support for and its commitment to the private long-term care in- 
surance industry as a major means of helping Americans fund their future long- 
term care needs. 

Some examples of additional specific actions that could betaken are to: 

• Permit the tax-free use of I RA and 401(k) funds for purchases of long-term care 
insurance: 

• Permit long-term care premiums to be paid through cafeteria plans and flexible 
spending accounts; 

• Provide a tax credit for the purchase of long-term care insurance; and 

• Encourage state tax incentives for the purchase of long-term care insurance. 

These tax incentives would largely benefit two groups: those who did not have the 

opportunity to purchase such coverage when they were younger and the premiums 
were lower and, as a result, now face the greatest affordability problems because 
of their age; and those younger adults, our current baby boomers, who need incen- 
tives or mechanisms to fit fneir own long-term care protection into their current 
multiple priorities (eg., mortgage and children's college tuition) and financial and 
retirement planning. 

Finally, it is unclear from our initial reading whether H.R. 3475 is intended to 
allow individuals to deduct Medicare supplemental premiums, or premiums associ- 
ated with private health plans available through the Medicare-fChoice program. The 
HIAA fully supports extending individual tax deductions to these policies and be- 
lieves that the bill's language should be clarified in this regard to explicitly allow 
such deductions. 

Legislation introduced by Senator Boxer (S. 1902) similarly would allow individ- 
uals to deduct the cost of health insurance premiums. The legislation is more expan- 
sive than H .R. 3475 in three key respects. First, it would allow individuals to imme- 
diately deduct 100 percent of the cost of health insurance premiums subject to a 
$2,000 annual cap. Second, it would allow individuals to deduct health insurance 
premiums whether or not they itemize their deductions. Finally, the legislation ap- 
pears to allow employees to deduct their portion of health care premiums even if 
their employers offer and contribute toward their coverage. This last provision may 
help provide an important incentive for uninsured individuals who, with increasing 
frequency, now decline coverage offered by their employer according to a February 
1998 study by the Lewin group. Unlike H.R. 3475, however. Senator Boxer's legisla- 
tion would not allow individuals to deduct long-term care insurance premiums. 

Because H.R. 3475 and S. 1902 apply only to those individuals with tax liability, 
they are not the complete answer to the challenge of providing health coverage to 
all uninsured Americans. Twenty-four million uninsured Americans— over half of 
the uninsured— have incomes below 200 percent of the federal poverty level. But the 
approach taken in both bills will help make coverage more affordable for many 
working Americans who are not currently covered by health insurance through their 
place of employment. Equally important, both pieces of legislation rely on the pri- 
vate insurance market rather than expanding the reach of government programs. 
Also, they will begin to close the tax equity gap between those who get health insur- 
ance at work and those who do not. 
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In conclusion, HIAA supports the use of broad-based state and federal funding to 
subsidize the cost of health insurance for those who cannot otherwise afford it. We 
have witnessed the success of favorable tax treatment in helping to expand coverage 
to a large percentage of working Americans. Therefore, we believe that providing 
greater equity under the tax code for individuals and the self-employed is a reason- 
able way to make health coverage more affordable for a large number of the 41 mil- 
lion Americans who currently do not have coverage. H.R. 3475 and other similar 
measures would be a very good start. We also would encourage Congress to consider 
tax credits, vouchers and other subsidies as a means of making coverage more af- 
fordable for even more Americans. 

Again, we are encouraged that Congress is returning to the issue of the uninsured 
and considering ways to make private health coverage more affordable. We look for- 
ward to working with you as you consider ways to expand private health coverage 
and provide equitable treatment under the tax code for individuals who have taken 
responsibility for their own health care coverage. 


Chairman J ohnson. Thank you very much, Bill. 

George Reider. 

STATEMENT OF HON. GEORGE M. REIDER, JR., COMMIS- 
SIONER OF INSURANCE, STATE OF CONNECTICUT; AND VICE 

PRESIDENT, NATIONAL ASSOCIATION OF INSURANCE 

COMMISSIONERS 

Mr. Reider. Thank you very much. Good afternoon, Madam 
Chairman, Members of the Subcommittee. My name is George 
Reider. I am commissioner of insurance for the State of Connecti- 
cut. I am also vice president of the National Association of Insur- 
ance Commissioners. I am testifying today on behalf of the NAIC's 
Special Committee on Health Insurance. I appreciate the oppor- 
tunity to testify. 

Today I will focus on the States' effort to implement the Health 
Insurance Portability and Accountability Act of 1996, known as 
HIPAA. I will discuss briefly the effect of Federal tax proposals on 
the implementation of H I PAA. 

I have three points to discuss. First and most important, most 
States have successfully implemented HIPAA. Second, some people 
eligible for HIPAA 's protections in the individual health insurance 
market are being charged very high premiums, and this is a prob- 
lem. Third, it may be difficult to measure the impact of Federal tax 
proposals to increase the affordability of individual health insur- 
ance. 

We are proud to report today that 46 jurisdictions have imple- 
mented the key requirements of HIPAA. All but five States have 
now acted. Earlier this month, Kentucky enacted HIPAA legisla- 
tion. This represents a significant achievement for the States, espe- 
cially given the complexity of the statute and the short timeframe 
for implementation that it imposed. 

There has been considerable attention focused on the five States 
that have not enacted HIPAA legislation. They are Missouri, Cali- 
fornia, Rhode Island, Massachusetts, and Michigan. The decision of 
the legislatures in these States not to act has complicated the im- 
plementation of HIPAA. But we do wish to emphasize that in four 
of these five States, there are State laws that provide some of 
H I PAA's protections. 
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State insurance departments in these States are continuing to 
enforce State law for the benefit of consumers and to regulate the 
health insurance industry. 

In Connecticut, we modified our existing high-risk pool, the 
Health Reinsurance Association, HRA, to implement HIPAA's re- 
quirements for the individual health insurance market. The HRA 
has issued 40 policies to HIPAA-eligible individuals so far this 
year, including 14 to low-income individuals. 

I would like now to address the issue of health insurance afford- 
ability. The high cost of the policies offered to many HIPAA- 
eligibles is a problem. We commend the Chair for her concern 
about this issue as expressed in the tax legislation that she intro- 
duced, H .R. 3475. 

The NAIC commented on the high premiums charged to some 
H I PAA-eligibles in testimony last September before the Health 
Subcommittee of the House Ways and Means Committee. We also 
discussed this in March before the Labor and Human Resources 
Committee. 

This is particularly a problem in States where the so-called Fed- 
eral fallback standards are in effect and certain other States as 
well. Some carriers are segregating HI PAA-eligibles from other in- 
dividuals and rating them separately. This is one cause of the high 
cost of health insurance for these individuals. 

We believe that the language of H I PAA is adding to this problem 
in the individual health insurance market. The law does not explic- 
itly impose restrictions on the premium rates that carriers may 
charge to people eligible for HIPAA's protections, and there is a 
critical omission in the statute. My written testimony provides fur- 
ther details about this problem. 

You have asked us to comment on Federal tax proposals relating 
to health insurance. One issue is whether expanding the deductibil- 
ity of health insurance premiums to more individuals might help 
them to afford insurance. I cannot comment on this issue for the 
NAIC, because our expertise is the regulation of insurance and not 
Federal tax policies. 

But I can comment on the potential difficulty of measuring the 
impact of these tax proposals, especially on HI PAA-eligibles. In 
most States, it is not easy to identify how many people are covered 
by individual health insurance policies, nor is there much informa- 
tion about how many people qualify for HI PAA in the individual 
market. 

Connecticut and other States do have some information about 
the number of HI PAA-eligibles who are participating in the State's 
high-risk pool or who have purchased commercial insurance. But 
we do not know how many people eligible for protections under 
HI PAA have not exercised their right. This is the number that 
must be identified to measure the impact of H.R. 3475. 

It is likely that many people cannot afford the high cost of cov- 
erage available to them under the law. The process of implement- 
ing HI PAA has just begun. State insurance departments are mak- 
ing every effort to ensure that the requirements of the Federal law 
are implemented and consumers receive the protection the law cre- 
ates. But much work remains to be done to achieve HIPAA's full 
potential. 
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Madam Chairman, on behalf of the members of the NAIC, I 
would like to thank you and the Subcommittee once again for the 
opportunity to testify today, and I will be happy to answer any 
questions. Thank you. 

[The prepared statement follows:] 

statement of Hon. George M. Reider, J r., Commissioner of Insurance, State 
of Connecticut; and Vice President, National Association of Insurance 
Commissioners 


Introduction 

Good afternoon, Madam Chairwoman, and members of the Subcommittee. My 
name is George Reider, and I am the Commissioner of Insurance of the State of 
Connecticut. I am aiso the Vice President of the Nationai Association of Insurance 
Commissioners (NAIC). 

The NAIC, founded in 1871, is the organization of the chief insurance reguiators 
from the 50 states, the District of Coiumbia, and four of the U.S. territories. The 
NAIC's objective is service to the pubiic by assisting state insurance reguiators to 
fuifiii their reguiatory responsibiiities. Protection of consumers is the fundamentai 
purpose of insurance reguiation. 

I am testifying today on behaif of the NAIC's Speciai Committee on Heaith Insur- 
ance, of which I am the Vice Chair. This NAIC Committee is composed of 41 state 
insurance reguiators and was estabiished as a forum for NAIC members to respond 
to Congressional and federal requests for technical assistance. 

On behalf of the NAIC Committee, I would like to thank you for the opportunity 
to testify today on how proposed tax legislation would affect the implementation of 
the Health Insurance Portability and Accountability Act of 1996 (HIPAA). It is a 
privilege to appear before this Subcommittee. 

My testimony this afternoon will focus on the efforts of the states to implement 
HIPAA. I have three major points to share with you today. First, most states have 
successfully implemented HIPAA. In four of the five states that have not chosen to 
enact legislation implementing HIPAA, there are existing state laws that provide 
consumers with some of the same protections. Second, the high cost of the individ- 
ual health insurance policies available to persons who qualify for HIPAA's protec- 
tion in the individual market (HIPAA-eligibles) is a problem which we have raised 
in prior testimony, and which I explain below. Third, it may be difficult to measure 
the impact of proposed tax legislation, such as H.R. 3475, because of the scarcity 
of data about HIPAA-eligibles and about the individual health insurance market. 

I. Most States Have Successfully Implemented HIPAA 

Since HIPAA's enactment in 1996, 46 jurisdictions have implemented the statute's 
major provisions: the guaranteed issuance and renewability of all products in the 
small group insurance market; the implementation of federal standards or an alter- 
native mechanism in the individual insurance market; limiting the permissible peri- 
ods of exclusion for preexisting conditions in the group market; and requiring credit 
for prior coverage in the group market. 

This represents a significant achievement for the states, especially given the dead- 
lines imposed by HIPAA and the complexity of the statute. It is due in part to the 
recognition by Congress, as expressed in the federal law, that many states had al- 
ready enacted significant reforms in the small group and individual insurance mar- 
kets. HIPAA builds upon these state laws, and in general, allows them to stand un- 
less they interfere with a requirement of the federal law. Members of Congress are 
to be congratulated for their hard work in making certain that HIPAA narrowly lim- 
ited its preemption of state law. 

Substantial attention has been focused on the five states that have not yet imple- 
mented HIPAA: Massachusetts, Rhode Island, Michigan, California, and Missouri. 
In testimony given before the Senate Committee on Labor and Human Resources 
on March 19, 1998, we provided information about the situation in each of these 
five states. I would like to share that information with this Subcommittee. 

Massachusetts enacted small group reforms in 1991. Then Massachusetts enacted 
extensive legislation in the summer of 1996, just before HIPAA's passage, that re- 
formed its individual market, including guaranteed availability of coverage without 
any preexisting condition exclusions. The individuals who qualify for guaranteed 
availability must meet certain criteria, but these are generally the same or more 
generous than HIPAA's requirements. At the same time, Massachusetts passed 
some portability reforms for its large group market. In concept therefore, the law 
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in Massachusetts is simiiar to HIPAA's requirements in many areas, and in some 
situations provides greater protections, but does not address aii of HIPAA's require- 
ments. For exampie, a broader base of peopie have access to coverage in the individ- 
uai market than under HIPAA; however, Massachusetts iaw defines smaii groups 
differentiy from HIPAA and does not address certifications of coverage. In addition 
Massachusetts does not provide for guaranteed renewabiiity in the individuai mar- 
ket to the same extent as HIPAA. The lack of specificity on how and when the fed- 
eral government will regulate and when it will not is causing market concern for 
carriers and consumers. 

Rhode Island state law also contains significant portability rules. Under Rhode Is- 
land law, any individual who has had twelve months of uninterrupted coverage can- 
not be subjected to any period of exclusion for preexisting conditions. This rule ap- 
plies regardless of whether an individual is moving from group to group coverage; 
from individual to individual coverage; from group to individual coverage; or from 
individual to group coverage. This feature of Rhode Island law provides greater pro- 
tection than HIPAA. However, because it requires an individual to have had twelve 
months of uninterrupted coverage and to move immediately to new individual cov- 
erage, Rhode Island’s law is more stri ngent than HIPAA. (The federal statute allows 
periods of interrupted coverage to be aggregated if the gap between periods of cov- 
erage does not exceed 63 days.) In addition Rhode Island has a small group law that 
offers many of the protections of H I PAA. 

Consumers in Michigan have excellent access to the individual market because 
Michigan Blue Cross and Blue Shield (MBCBS) is required by law to offer individ- 
ual coverage to any Michigan resident. The Blues offer a choice of seven individual 
plans, and these are priced pursuant to pure community rating. Individuals are, 
however, subject to a six-month exclusion for preexisting conditions. But individuals 
who are converting from a group plan that MBCBS either underwrites or admin- 
isters are not subject to a new preexisting condition waiting period. Because MBCBS 
represents over half the Michigan insured market, this protection applies to a sub- 
stantial number of people. 

In the small group market, Michigan law r^uires guaranteed renewabiiity and 
uses the HIPAA definition of preexisting condition. MBCBS is required by law to 
cover everyone, and this requirement applies to the large group, small group, and 
individual markets. 

California also has in place certain laws that are comparable to HIPAA. For the 
most part, California state law regulating the small group insurance market com- 
plies with HIPAA’s small group requirements. In California, the insurance depart- 
ment staff continues to respond to consumer complaints and inquiries about individ- 
ual coverage. The insurance department staff refers to the Health Care Financing 
Administration (HCFA) any cases that they cannot resolve with the carrier, but 
makes every effort to assist consumers before taking that step. In California, the 
Department of Corporations has jurisdiction over HMDs. The staff of this depart- 
ment are also making every effort to assist consumers before referring them to 
HCFA. 

Missouri’s Director of I nsurance reports the following information about Missouri, 
which was the first state to notify HCFA that it would not be enacting HIPAA legis- 
lation. Missouri already has a state statute that guarantees issue of two products 
in the market of three to twenty-five, but it does not effectively regulate rates, and 
very few policies have been issued under it. In addition, Missouri has no law guar- 
anteeing issue of any product in the individual market, or in the market of twenty- 
six and over. The HIPAA minimum standards therefore significantly exceed Mis- 
souri state law. The Missouri Department of Insurance and HCFA have been coordi- 
nating their efforts for almost a year, and both report excellent cooperation. The De- 
partment of Insurance attempts to handle all complaints initially and then refers 
some to HCFA. Dual enforcement in this state means that carriers submit dual fil- 
ings of the product forms for review and approval. 

I have provided detail about these situations to dispel any misconception that con- 
sumers in four of these states have no protections and that carriers have been left 
unregulated. While the fact that the legislatures in these states did not address 
HIPAA in 1997 has complicated the implementation of the statute in the short-term, 
the state insurance departments are monitoring the situation and enforcing their 
own state laws. The existing laws and regulations in four of these states signifi- 
cantly address HIPAA’s goals of providing credit for prior health insurance coverage 
and increasing access to coverage for individuals and small groups. 

I would also like to update this Subcommittee on the situation in Kentucky. 
Under HIPAA, Kentucky was granted a statutory deadline of J uly 1, 1998, because 
its legislature did not meet in regular session in 1997. I am pleased to report that 
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the Kentucky legislature has now enacted HIPAA legislation incorporating in state 
law the federal fallback standards for the individual health insurance market. 

I would now like to explain my own state’s approach to HIPAA implementation. 
Connecticut amended its laws in 1997 to utilize its existing high risk pool as an al- 
ternative mechanism to provide health insurance without preexisting condition ex- 
clusions to all HIPAA-eligible individuals. Policies, including a special health care 
plan for low-income individuals, are available directly from the Health Reinsurance 
Association (HRA). 

HRA plans provide benefits that are comparable to group plans available to small 
employers under Connecticut's small employer legislation. Premiums for HRA plans 
may not exceed 150% of average group rates in the state, and pool losses are as- 
sessed to member insurers and HMOs. 

Prior to the HIPAA amendments, the HRA had provided conversion plans without 
a waiting period for preexisting conditions to applicants who had been insured 
under an employer group plan for 12 months or more and whose coverage, including 
any COBRA continuation, had terminated. 

Because of the HIPAA changes, individuals who have been covered under self- 
insured plans may also be eligible for immediate coverage, without a waiting period. 
Self-insured employers, however, have declined to participate in the HRA pool, cit- 
ing federal preemption under the Employee Retirement Income Security Act of 1974 
(ERISA). 

The HRA has issued about 40 policies to HIPAA-eligible individuals this year, in- 
cluding 14 special health care plans. It is not known how many of these people 
would in any case have been eligiblefor conversion policies. 

In addition to providing insurance for persons formerly covered under group 
plans, HRA offers individual health insurance regardless of health status to any 
state resident, subject to preexisting condition waiting periods. HRA was established 
under state legislation in 1975. 

II . The Language of HIPAA Contains Omissions and Ambiguities that Have 
Complicated Its Implementation in the Individual Health Insurance Market 

A recent report of the General Accounting Office, Health Insurance Standards: 
New Federal Law Creates Challenges for Consumers, Insurers, Regulators (GAO/ 
HEHS-98-67) (the GAO Report), mentions some of the problems that have arisen 
in the initial months of HIPAA 's implementation. The high cost of the individual 
policies offered to HIPAA eligibles by some carriers is one of the major problems. 
The NAIC commented on this issue in our testimony of September 25, 1997, before 
the Health Subcommittee of the House Ways and Means Committee, and in our tes- 
timony of March 19, 1998, before the Senate Committee on Labor and Human Re- 
sources. I would like to reiterate our concern and explain how the language of the 
statute itself is contributing to the problem. 

In our testimony before the Health Subcommittee of the House Ways and Means 
Committee, we noted that HIPAA does not explicitly impose restrictions on the pre- 
mium rates that may be charged to persons who qualify under the statute for guar- 
anteed issue in the individual market. However, states may choose to establish a 
high risk pool that provides for premium rates and covered benefits that are consist- 
ent with the standards contained in the NAIC's Model Health Plan for Uninsurable 
Individuals Act. Another option for states implementing an alternative mechanism 
is to adopt either the NAIC's Small Employer and Individual Health Insurance 
Availability Model Act or the Individual Health Insurance Portability Model Act. 
Both of these models contain risk spreading mechanisms and rating restrictions to 
ensure that the rates charged to eligible individuals are controlled. Finally, states 
adopting any other type of alternative mechanism must ensure that the mechanism 
"provides] for risk adjustment, risk spreading, or a risk adjustment mechanism" 
and meets other criteria. ^ 

These provisions suggest that Congress did not intend carriers to classify HIPAA- 
eligible individuals separately from others in the individual market and charge 
them higher premiums. 

The ambiguity about restrictions on the premiums in the individual market is also 
contained in the HIPAA provisions containing the federal fallback standards. In 
states that do not implement an alternative mechanism, HIPAA permits carriers to 
limit their offerings to HI PAA-eligible individuals to a choice of either the two most 
popular policy forms or, in the alternative, to two policy forms with representative 
coverage.2 The statutory language addressing the policy forms having representative 


IPHSA § 2744(c), 42 U.S.C. § 300gg- 44(c). 
2PHSA § 2741(c), 42 U.S.C. § 300gg-41(c). 
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coverage explicitly requires them to be covered under a method of "risk adjustment, 
risk spreading, or financial subsidization. The language addressing the two most 
popular policy forms lacks this language, presumably because Congress thought that 
the two most popular policy forms would always be subject to some method of risk 
adjustment. 4 

This omission has made it extremely difficult for states attempting to implement 
the federal fallback provisions to prevent carriers from segregating HIPAA-eligible 
individuals from the rest of the individual market and increasing their premiums 
based solely on the fact that these individuals are HIPAA-eligibles. It has created 
the potential for gaming by the industry with respect to the policy forms that they 
will offer HIPAA-eligibles. We think that HIPAA should be interpreted to prevent 
carriers from segregating HIPAA-eligibles from other purchasers of individual 
health insurance, and we would have liked Congress to be more explicit about this 
intent. Because of the fragility of the individual insurance market, any activities by 
carriers that fragment the market into two separate pools will make the cost of in- 
surance prohibitive for some individuals and will enable carriers to comply with the 
law in a technical sense, but avoid having actually to insure HIPAA-eligible individ- 
uals. 

In our testimony on March 17, 1998, before the Senate Committee on Labor and 
Human Resources, we stated that, for the fourteen jurisdictions in which the federal 
fallback standards in the individual market are applicable, the most important prob- 
lem is the high cost of the individual policies offered to HIPAA-eligibles. It is also 
a problem for certain other states. We agree with the observation in the GAO report 
that the statute only imposes a risk-spreading requirement if a carrier chooses to 
offer two representative policies. If a carrier chooses instead to offer only its two 
most popular policies, or to guarantee issue all its individual products, HIPAA is 
silent about rating restrictions. At least four federal fallback states and at least two 
other states report this as an issue of major concern. 

Regulators in some of the states where the federal fallback standards apply in the 
individual insurance market had hoped for more guidance from the federal govern- 
ment about the appropriate risk-spreading mechanism to be applied to the individ- 
ual policies that carriers must guarantee issue. They had also hoped for more guid- 
ance in the federal regulations about certain key terms, such as "most popular pol- 
icy form" and "representative policy forms." While the regulations define these 
terms, the definitions themselves raise additional questions. 

We are aware of the difficult actuarial issues raised by the federal fallback provi- 
sions of HIPAA. The NAIC is working to assist HCFA to develop provisions in the 
final regulations that will provide appropriate guidance. We also recognize that the 
complexity of this task is caused in part by the ambiguity of the statute. 

The ambiguity in the statute and the sparse guidance contained in the federal 
regulations have combined to create opportunities for gaming by carriers. They can 
manipulate both the content and the pricing of the policy forms that they offer to 
individuals. Some carriers impose automatic rate increases as high as 35% above 
standard rates on HIPAA-eligibles. This increase, or "rate up," is imposed simply 
because an individual qualifies for HIPAA. It does not include additional increases 
based on the individual's actual health status. This practice has helped cause the 
dramatically high prices for some policies made available to HIPAA-eligibles in 
some states. 

III. The Success of Federal Tax Proposals Intended to Increase the 
Affordability of Health Insurance May be Difficult to Measure 

Proposals to amend federal tax law to make health insurance more affordable are 
one approach to the difficult issue of the high cost of health insurance for HIPAA- 
eligibles and others. We commend the Chairwoman for her concern about this prob- 
lem as expressed in the bill she has introduced, H.R. 3475, the 'Tax Fairness for 
Health Consumers Act of 1998," which would make available to all individuals not 
eligible to participate in an employer-subsidized health plan the same tax deduction 
for their health insurance premiums as the self-employed currently receive. 

I am unable to offer any official comments on H .R. 3475 or any federal tax propos- 
als because the expertise of the members of the NAIC is the regulation of insurance, 
not federal tax policy. I therefore wish to make clear that my comments are not to 
be construed as the position of the NAIC. While it is a laudable goal to increase 
the affordability of health insurance, I would like to explain the limitations of exist- 
ing health insurance data that complicate assessing the impact of these proposals. 


3 PH SA § 2741(c)(3)(A); 42 U.S.C. § 300gg-41(c)(3)(A). 
PH SA § 2741(c)(2); 42 U.S.C. § 300gg-41(c)(2). 
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In many states, it is not simple to define with precision the individual health in- 
surance market. For example, in Connecticut we know that thirteen carriers have 
obtained the approval of the I nsurance Department to sell individual health policies. 
We do not know how many people are covered by individual insurance policies, ei- 
ther as the purchaser of the policy or as a dependent of the purchaser. Nor do we 
know how many people in Connecticut are eligible under FIIPAA to participate in 
Connecticut's alternative mechanism, which is its high risk pool ("Flealth Reinsur- 
ance Association" (FIRA)). We do know, as stated above, that Connecticut's high risk 
pool has issued 40 policies to FIIPAA-eligibles so far in 1998, of which 14 are special 
health care plans for low-income individuals. It is not known how many of these 
people would have been eligible for FIRA conversion policies in the absence of 
FIIPAA. We also know that, as of March 17, 1998, Connecticut's high risk pool has 
issued approximately 1,224 policies, and that the number of policies issued has ap- 
proximated 1200 for a number of years. The high-risk pool receives about 1,600 tele- 
phone inquiries per month from individuals, agents, and brokers. This number in- 
creased slightly in J anuary 1998, when FIIPAA went into effect. 

Other states are attempting to collect data about the size of their individual insur- 
ance markets, and the number of FIIPAA-eligibles in this market. For example, the 
Colorado Insurance Department surveyed all carriers in that state's individual mar- 
ket to determine the numbers and types of policies sold and to obtain other informa- 
tion. As of J anuary 21, 1998, 125 FIIPAA-eligible individuals had purchased com- 
mercial insurance, out of a total individual health insurance market consisting of 
approximately 152,357 covered lives. These 125 individuals do not include FIIPAA- 
eligibles who have chosen to participate in Colorado's high risk pool rather than 
purchase commercial insurance. (I n Colorado, there is a high risk pool, but the state 
did not choose to use the pool as its alternative mechanism under FIIPAA.) It should 
also be noted that, for federal fallback states, any figures estimating the number 
of FIIPAA-eligibles will often only reflect individuals whom carriers consider high 
risk FIIPAA-eligibles. Others who qualify for FIIPAA's protections are often sold 
standard individual policies, which are cheaper. 

Arizona, another federal fallback state, is also in the process of surveying its indi- 
vidual carriers to determine the scope of the individual market and the number of 
FIIPAA-eligibles. 

The states that have chosen to implement a high risk pool as their alternative 
mechanism report varied numbers. For example, Pennsylvania reports that, as of 
March 23, 1998, 64 FIIPAA-eligible individuals have enrolled in the state's alter- 
native mechanism, which is operated by the Blue Cross and Blue Shield plans. In 
Indiana, three FIIPAA-eligible individuals qualified for the state's high risk pool as 
of the end of 1997. These numbers are examples only, and are not based on a com- 
prehensive survey. 

Moreover, all these numbers reflect only the people who are both FIIPAA-eligibles 
and who can afford to pay the premiums for commercial individual coverage or to 
participate in a high risk pool. We do not know the number of individuals who 
would exercise their FIIPAA rights if cost were not an issue. This is the number that 
needs to be identified in order to measure the impact of FI .R. 3475. 

It is too soon to know whether these numbers of FIIPAA-eligibles will increase 
over time. FIIPAA has been in effect in the individual market only since July 1, 
1997, in the federal fallback states, and only since] anuary 1, 1998, in states that 
implemented an alternative mechanism. 

IV. Conclusion 

The process of implementing FIIPAA has only begun. The states have made a tre- 
mendous effort to implement the law in a short time period, and they are working 
actively to ensure that consumers receive FIIPAA's protections. Flowever, it is a 
problem that the premiums charged to most FIIPAA-eligibles for commercial insur- 
ance are very high, especially in states where the federal fallback standards are in 
effect. The NAIC has identified this problem in two previous Congressional testi- 
monies and has also commented on the language of the statute that helps to create 
this situation. This lack of affordability makes FIIPAA meaningless for many indi- 
viduals who otherwise qualify for the statute's protections. We commend the Chair- 
woman for her concern about the issue of affordability of health insurance, but it 
is not within the area of expertise of the members of the NAIC to comment on the 
impact of FI.R. 3475 or other federal tax proposals. There is not extensive informa- 
tion about the number of individuals who qualify for FIIPAA's protections in the in- 
dividual market. 

Madam Chairwoman, once again, on behalf of the members of the NAIC Commit- 
tee, I thank you for the opportunity to testify today. I hope that the information 
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I have provided about the states' implementation of HIPAA will assist as you con- 
sider proposals to help make health insurance more affordable. The NAIC members 
look forward to continuing to provide their technical expertise to you and to the 
105th Congress on issues relating to HIPAA and health insurance generally. 


Chairman J ohnson. Thank you very much. 

Mr. Risalvato. 

Mr. Risalvato. You've got it, Risaivato. 

STATEMENT OF SAL RISALVATO, OWNER, RIVERDALE TEXACO 
& PRECISION ALIGNMENT CENTER, RIVERDALE, NEWJ ERSEY 

Mr. Risalvato. Madam Chairman and Members of the Sub- 
committee, thank you very much for inviting me here today. The 
subject we are here taiking about today is one that i 've come before 
Congress a number of times to discuss. Each time we get a iittie 
bit better. Sometimes we take a step back; sometimes we take a 
step forward. 

i am here to discuss with you how this type of iegisiation and 
the deduct! biiity of our heaith care premiums affect myseif as a 
smaii business owner and other smaii business owners across our 
country. 

i was very pieased in your opening statement when you sort of 
described a iittie bit of the previous history of where we've come 
with heaith insurance and who's paid for it and who's covered it. 

The issue that we're taiking about today— that's got its own iittie 
history. And i kind of got invoived sort of as an advocate in the 
smaii business community somewhat because of this issue. When 
i first started to provide benefits for my empioyees as a smaii busi- 
ness owner, i had two mechanics that were working for me back 
in the eariy, mideighties, and they were good. And of course, as the 
owner of a smaii business, you want to know, are you competing 
with your pay to your empioyees as weii as others. And i thought 
that i was, but you reaiiy can't get a good handie on that. Where's 
the gauge? 

But the one thing i was certain of is that other garages were not 
providing heaith care benefits for their empioyees. So bingo, i had 
something that they didn't have and i started to provide those ben- 
efits for my empioyees. i did that because i'm competing in the 
marketpiace, not just for customers, but for empioyees. So i did 
that, and that was a very good thing. And i then found out at the 
end of the year that i couid not deduct part of that heaith care poi- 
icy that i paid for myseif. 

Now i didn't do this as a tax writeoff; i did this as a benefit. But 
i i earned about it after the fact, and i was very angry. But there 
wasn't anything i couid do about it. And the originai reason that 
i did it, it worked, i kept my empioyees and i had good empioyees 
and there are obvious benefits to that, because if i have better em- 
pioyees, i do more business, if i do more business, i make more 
profit, if i make more profit, i pay more taxes and i know you iike 
that. 

in 1986, after a number of years of compiaining about it. Con- 
gress was kind enough to throw me a bone. Now, i don't mean that 
in any disrespectfui term. But that's exactiy what they did. Con- 
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gress recognized that the small business community was being 
treated differently. 

The chairman of the board of General Motors and Ford and all 
of the big Fortune 500 companies deduct the health care benefits 
for those persons in their employ, for the chairman of the board. 
And I ask you, am I not, in effect, the chairman of the board of 
my little subchapter S corporation? I am the chairman of the board. 
Why should I not be treated the same? 

So in 1986, Congress throws me this bone and then sunsets it 
in 1989, which Congress never sunsets anything except they sunset 
this and I couldn't figure that out. And then every year made me 
come back and beg for another bone. And I 'm a meat and potatoes 
guy; I like a lot of meat on my bone and I was getting no meat, 
just bone. But I was chewing on it. 

That ran out in 1994 and I had to come back begging in 1995, 
and fortunately, we made it a permanent deduction. We increased 
that 25-percent deduction that was that bone that Congress gave 
me in 1986. We increased that to 30 percent and made it perma- 
nent for 1995. 

And then in the course of these last few years, we have taken 
the deduction and we have continued its permanency and kind of 
phased it in over a bunch of years to the 100-percent level, which 
is actually fair; 100 percent is what is fair. 

So that's where we've come from. Where we're at now is we have 
it and we're phasing it in and we've recognized it's fair for 100 per- 
cent. Now I'm asking you, please let's speed up the process. Ten 
years is a long time, and this dog ages 63 years over that lifetime 
for the meat on his bone. 

I've recently spoken with a number of other small employers. I 
mean, people know that I'm involved in this issue. And they say 
that they don't provide any benefits even though they may have 
only one or two people working for them. They don't provide the 
benefits. But if they did, why should they provide them when they 
can't deduct them off of their own bottom line for what they pur- 
chase for themselves, only for what they purchase for somebody 
else? It's sort of senseless. 

So I am asking you on behalf of the small business community 
of the United States, on behalf of myself, please speed up this proc- 
ess. It will help get more small business owners motivated to pro- 
vide some sort of benefits for themselves and their employees and 
to take them off of the role of the health care deadbeat and take 
them out of this cost-shifting atmosphere. 

This is something that makes sense. We believe Congress should 
have the funds available to manipulate to provide this for the small 
business community, and I respectfully ask that you seriously con- 
sider this and adopt it. Thank you. 

[The prepared statement follows:] 

statement of Sal Risalvato, Owner, Riverdale Texaco & Precision 
Alignment Center, Riverdale, New J ersey 

Good afternoon. My name is Sal Risalvato. Thank you Mr. Chairman for giving 
me the opportunity to explain to you what it is like to own a small business, and 
to endure the unfairness in our tax code. I am here to speak about the deduction 
for healthcare premiums paid by the owners of small businesses. 
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I am the owner of a small business. I own RIverdale Texaco, a gasoline service 
station In Morris County, New J ersey. 1 have been In the service station business 
since 1978. 

As 1 am sure you know, until last year. Congress had treated the deductibility 
of healthcare premiums for small business owners like a YO-YO. The Health 1 nsur- 
ance Portability Act of 1996 solved half of the problem and put some sense Into the 
tax treatment of healthcare premiums by establishing a permanent deduction. The 
train Is now on the right track. The only problem Is the train Is moving too slow. 

1 hope to accomplish several objectives today. First, I hope to make you under- 
stand the plain, simple, and obvious unfairness of the tax treatment of healthcare 
premiums as they relate to the owners of small business. Second, I would like you 
to understand how that treatment Is working against any solutions In the reform 
of healthcare. 

I first started to provide healthcare benefits for myself and my employees In 1981. 
Previously, I myself was not Insured. I have always owned my own business from 
the day 1 graduated from high school. As a healthy. Inexperienced youth, 1 was not 
yet wise enough to realize the dangers of being uninsured for serious Illness. Had 
1 gotten seriously III while I was In my early twenties, I would have had no means 
of paying for my Illness, thereby becoming one of those that burden the healthcare 
system. I am sure you are all aware of the term "cost shifting." Had I become seri- 
ously III back then, I would have been guilty of "cost shifting." 

I cannot say that It was a sudden rise In the level of my wisdom or the realization 
that 1 was a healthcare deadbeat that propelled my business Into providing 
healthcare benefits for my employees. The very force that made me provide 
healthcare benefits back In 1981, Is the exact same force that Is the best solution 
to our healthcare crisis today. That force Is the market place. The market place Is 
the playing field for free enterprise. It produces quality, efficiency, and excellence. 
It Is sparked by Incentive and reward. It Is doused by taxes, punishing regulation, 
and unfairness. Then It produces Inefficiency and mediocrity. 

1 had some pretty good employees back In 1981. 1 hoped 1 was paying them well 
enough to keep them. I just wasn't sure. I tried to compare their salaries with those 
of other shops, but never felt comfortable with the accuracy of the comparisons. One 
thing 1 know for sure, many shops, with the exception of auto dealerships, did not 
provide healthcare benefits for their technicians. 

It didn't take a genius to figure out that 1 could compete for employees better If 
1 provided something only big business was providing. By competing for, and keep- 
ing better skilled and motivated employees, 1 was able to sell a better product. 
When I sold a better product, I attracted more customers. When I attracted more 
customers, I earned more money. When I earned more money, I spent more money, 

I saved more money, I Invested more money, and yes I paid more taxes. That simply 
put Is a free enterprise market place and how It operates. It Is not more complicated 
than that. 

My accountant at the time almost spoiled the fun of participating in this new ben- 
efits game. When it came time to do the end of the year tax returns, he pointed 
out to me that the portion of the healthcare premium I had paid for myself could 
not be deducted as an expense, and therefore would be added to my income. I was 
so angry I felt like canceling the whole benefit. In fact I was a lunatic, being unable 
to understand why I was being treated so unfairly. It just didn't make any sense. 
Of course I came to my senses and recognized the whole reason I started the benefit 
in the first place was for the employees. I would simply have to live with it. But 
I didn't like it. 

I always ask myself, "what decision would I have made if I knew before hand that 
I would be unable to deduct my share of the premium?" I still do not know the an- 
swer to that question. Perhaps it may have delayed my decision to provide health 
benefits for my employees. 

In 1986, Congress threw me a bone. They now allowed me to deduct 25 percent 
of my premium. I still can't figure the rationale. If it was unfair to tax me on 100 
percent of my premium, why has it now become fair to tax me on 75 percent? It 
still does not make any sense! Why am I different from the person that works for 
me? Why am I different from the president of General Motors? I pay the same in- 
come taxes as they do. Perhaps more or less based on our incomes. Neither my em- 
ployee, nor the president of General Motors have the amount of their healthcare 
premiums added into their incomes at the end of the year. Why do I? Let me ask 
that question again. Why do I? 

The 25 percent deduction wasn't any great thing, but it was better than nothing. 
Like any begging dog, I took the bone and chewed on it. Unlike the majority of the 
senseless things that Congress sees fit to impose on small business, they had a 
built-in bone throwing stopper for this dog. Congress built right IntotheTax Reform 
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Act of 1986 a sunset for the 25 percent deductibility of my healthcare premium. The 
deduction ended in 1989. 

From 1989 until 1995, Congress debated extending the 25 percent deduction. 
Every year Congress made the same mistake. They didn't do the fair and sensible 
thing. They didn't do the one thing that will add incentive to small employers to 
seek healthcare benefits for them and their employees. Congress didn't make the de- 
duction permanent, and they didn't make it a 100 percent deduction. 

Instead, after annual debate and holding the dogs at bay, they always chose to 
spare another bone. Congress has extended the 25 percent deduction every year 
si nee 1989. 

A few years ago, I hired a new accountant. Every year he calls and asks to re- 
trieve the invoices from my healthcare carrier from the file, in order to calculate 
how much of the premium was paid for myself. Each year I dutifully retrieve them. 

I guess that makes me a Retriever. I reported the numbers knowing that only 25 
percent of those numbers would actually be deducted as expenses. My bone. The re- 
mainder was added to my income. I would like some meat on my bone thank you. 

I n J anuary of 1995, I came begging for my bone again. Congress had not extended 
the 25 percent deduction for 1994. Thankfully Congress threw another bone and ex- 
tended the deduction through 1995 retroactive to 1994 and raised the deduction to 
30 percent. 

The Flealth Insurance Portability and Accountability Act of 1996, also known as 
the FIIPAA bill, started to put a tiny bit of meat on the bone by raising the deduc- 
tion to 40 percent in 1997, 45 percent in 1998, and eventually to 80 percent by the 
year 2006. Chairman Archer's Taxpayer Relief Act of 1997 continued adding meat 
by making the final deduction 100 percent by 2007. More meat. 

What I nave come here to ask for is for Congress to push through legislation that 
would allow for the 100 percent deduction sooner than in 2007. 

I don't mean to sound greedy, in fact, I am grateful for the 100 percent deductibil- 
ity of health insurance. But the problem is it doesn't go into effect until 2007. That's 
almost 10 years away. 

Congress obviously recognized the unfairness and inequity of the deduction di- 
lemma by passing the Taxpayer Relief Act of 1997. The question remains: Why is 
it necessary to make small businesses wait until 2007 to deduct 100 percent of their 
health insurance when corporations have been receiving this deduction for years. 
The formula to reach 100 percent is too slow and does not provide small employers 
enough incentive to obtain healthcare benefits for their companies. 

At a time when most small businesses are finding it difficult to continue providing 
healthcare benefits for themselves and their employees, it is bad for the market 
place to not provide as much incentive as possible. 

I ask you, in the spirit of fairness, and in the spirit of concern for healthcare re- 
form, to please pass legislation that will speed up the phase in of the 100 percent 
deductibility of healthcare premiums. Members of the Oversight Subcommittee, I 
think this will be a great step, and a great signal that healthcare reform is still a 
priority in this Congress. 

I apologize if there seems to be a facetious tone to my testimony. I mean no dis- 
respect. I make the analogy of the dog and the bone only as a means of highlighting 
the silliness of this debate. This debate should be over and done with. I am frus- 
trated, and my fellow small business owners are frustrated by the obvious and bla- 
tant unfairness of this tax policy. I think the time is right to act on the legislation 
I have requested here today. I wish you well in your efforts to achieve a more fair 
tax policy for all Americans, and thank you for the opportunity to testify. 


Chairman Johnson. Thank you very much. Mr. Risalvato, in 
taiking with other smaii business men, if they couid deduct 100 
percent of their premiums, if we made that possibie immediateiy, 
wouid that be a sufficient motivation for them to offer a heaith in- 
surance pian for their two or three empioyees? 

Mr. Risalvato. i beiieve in a iarge percentage of the cases, the 
answer to that wouid be yes, because many recognize that they 
need it. And they seem to be, by the way, the oniy ones that are 
aware that they can't deduct it. When i taik to other smaii busi- 
ness owners that are C corporations, they aren't even aware of the 
issue. 
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But the ones that are aware of the issue are the ones that have 
gone to do it, and I guess in the course of being sold the insurance 
through agents or brokers or even in consultations with their ac- 
countants. Once they learn that fact, it sort of puts the brakes on. 
It certainly slows up the process. 

In answer to your question, I believe that a large percentage 
would, in fact, immediately negotiate for benefits for themselves 
and their families. 

Chairman Johnson. That's a very interesting answer, and I 
think an important one. One of the things that's very difficult in 
this area— and I had a meeting with J oint Tax about this yester- 
day— is that a lot of the information we are using to estimate the 
impact of this bill comes from 10 years ago. Now in 6 months, there 
will be some better information available. But you know, 10-year- 
old data in health care and in the health insurance business is 
practically useless. 

One of the issues that came up, and perhaps some of you can 
shed light on it, we believe— the Congressional Budget Office be- 
lieves that 7 percent of the uninsured are in the 28-percent brack- 
et. So they would get a significant deduction. One of the problems 
with deductibility is that someone in the 15-percent bracket doesn't 
get a very good incentive. So that's why the employer incentive is 
very important for small businesses. 

That does lead to another issue that the two of you might want 
to comment on, and that is the access of very small employers to 
group plans, in your estimation, in our market. That's one ques- 
tion. 

The other question is, if 7 percent are in the 28-percent brack- 
et— and according to J oint Tax, if there's a 10-percent price cut, 
there's a 6-percent increase in participation with a 28-percent price 
impact, shouldn't there be a fairly significant impact at least 
among the 7 percent of the uninsured who are in that bracket. 

I 'd like your comments on that, because to this point, what we're 
mostly getting is estimates as to how this will be an equity bill. 
And it will be an equity bill. It will give people who are already 
buying their own insurance, and who get no ability to deduct at all, 
the right to deduct. If we're able to implement this in 1 year, it will 
be for everybody and that's actually the way it should be. 

That still is a big price for equity, which is a fair price to pay. 
Equity is important. But if you talk about expansion, then you 
have to try to figure out who is going to be able to benefit from 
this. 

Only if we develop the maximum incentives to participate in the 
current market structure, can we determine what the cost of sub- 
sidies for premiums would be, which is the next and final step and 
was part of the bipartisan national health care proposal that was 
introduced a number of years ago and came very close to passage, 
although the decision was made for the issue not to go to the floor. 

In that bipartisan bill, and in the Bob Michel proposal that Mr. 
Gradison will remember, we did close that final access issue, that 
market access issue with subsidies on the basis of premium. But 
you can't get there yet, and I have been struck by how little we 
know about the uninsured and how little we know about how many 
of them are employers who actually have a viable enough business 
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so that if they could deduct the premiums, they would do so for 
themselves and their two or three employees. 

I'd like your thoughts on how powerful this lever could be if we 
do it right, and what you know about that 28-percent group. 

Mr. Gradison. Madam Chairman, we don't have any independ- 
ent data. We rely heavily upon data that comes from your Commit- 
tee and from the Congressional Budget Office and sources of that 
kind. 

Clearly, the recommendation that you have put in the form of a 
bill won't solve the whole problem. But clearly, it is a step in the 
right direction and will help you not only gain experience, but be 
in a better position to estimate what additional steps are needed. 

As we indicated in our testimony, ultimately, in addition to the 
question of deductions, the question of credits or vouchers or some- 
thing— they are about the same thing, really— needs to be consid- 
ered in order to reach those, who are very numerous, who pay little 
or no Federal tax, but because of the cost of health insurance are 
unable either to buy it on their own or to afford to share in the 
cost of the plans offered by their employers. 

The most recent estimate is that there are 6 million Americans 
entitled to health insurance offered by their employers who do not 
take it up. And there are many reasons for that. But the main rea- 
son is affordability, because of their judgment that they are either 
unwilling or unable— more likely, unable— to meet the costs of the 
premiums, deductibles, and copays that would be involved. 

Chairman J ohnson. J ust to interrupt you there on that point. 
The 6 million that are offered insurance by their employers and 
don't participate, are those employees offered plans in which the 
employer offers no subsidy at all? 

Mr. Gradison. I think they are generally plans where the em- 
ployer does, but there certainly has been a tendency of employers, 
as costs have risen rapidly, in many instances to shift a growing 
portion of that cost of the premium to the employees, especially for 
dependents. 

These data are spelled out in an article that appeared in Health 
Affairs in November of last year, and I think you might find that 
a useful source. 

Chairman J ohnson. And then, George, perhaps you might know, 

I was very surprised, in talking with thej oint Tax Committee, that 
they believed that there are many employers out there who offer 
health insurance to their employees with no premium subsidy. 

Frankly, I've never run across that in my State. And I wonder 
if you are aware of plans of that sort, and if so, do you have any 
idea how much of the market is plans in which employers offer ac- 
cess to group insurance, but don't participate in any way in subsi- 
dizing premiums? 

Mr. Reider. I do not have those statistics, and I would be more 
than happy to gather with the staff anything we can provide, be- 
cause I think that certainly is a point of interest, and highlighted 
by what we've said here today. 

Chairman J ohnson. Excuse me. I'm sorry. I thought we had a 
little more time left than we do. We only have 5 minutes to vote. 
I am going to have to ask you to suspend and we will be right back 
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and start with your questions. Then we'll go to Mr. Coyne and Mr. 
Portman. Thank you. 

[Recess.] 

Chairman J ohnson. Since we are going to have votes periodi- 
cally, we'll try to get back promptly and reconvene. 

Mr. Reider, I think what I asked you was to comment on a num- 
ber of issues. First of all, what kind of incentive, in your experi- 
ence, the 28-percent group would experience under the deductibil- 
ity bill. And then what you know about this issue of the data in 
r^ard to the uninsured. And then, last, I know Connecticut has 
done a lot of work in trying to create more affordable group options 
in which a small business can participate. If we were, for instance, 
able to go to 100-percent deductibility for the self-employed, what 
kind of incentive do you think would encourage very small compa- 
nies to participate in the group market, and is there an affordable 
group market in which they can participate? 

Mr. Reider. Yes, and the question is of tremendous importance, 
but I would not have the statistics nor the expertise to speak from 
a tax standpoint. But as I indicated, we will certainly have staff 
gain any information we can. 

You raised the point of the fact that there were group policies 
that didn't offer any subsidization, and again, I don't know the spe- 
cifics. But I do sense that there may be some movement, as was 
mentioned here just a few minutes ago, where that is happening 
for a variety of reasons. And I think it will be very difficult to de- 
termine that. But again, that's just a personal observation. 

As far as Connecticut and this small group business, I referenced 
the fact that we had the Health Reinsurance Association and that 
mechanism was put in place back in, I think, 1975, which intended 
to help address the small business availability, affordability issue. 
And I think Connecticut has continued to be active in that, and in 
fact, when HIPAA was passed, much of that mechanism was put 
in place as the alternate for that arena. 

Chairman J ohnson. Do you mean under HIPAA the individuals 
were given access to that small group market? 

Mr. Reider. Yes. Well, they were given access to the Health Re- 
insurance Association, which allowed for availability, and then 
there is a limit on the amount that could be charged over and 
above the standard policy. That was available in the State of Con- 
necticut, and that was the alternative mechanism that we turned 
to when we implemented the H I PAA measures. But we were pretty 
much there when that came down, and it has worked very, very 
well, I believe. 

Chairman J ohnson. Well, in terms of your experience of the in- 
surance market, does a 28-percent incentive constitute much of an 
incentive to participate? And is there any way that individuals can 
get into an affordable market? 

Mr. Reider. Again, I find that of great interest. I would just 
hesitate to comment, Mrs. j ohnson, because it's an area that I 
don't have the statistics and wouldn't have the expertise. 

I would say this: As I indicated, we certainly applaud your efforts 
in looking at this and understanding it fully, because I think today 
in our country, affordability and availability remain a very critical 
matter. 
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Chairman J ohnson. I 'd like to ask both you and the HIAA to try 
to look at your sources of information and try to see how many— 
for instance, what portion of the small group market has no em- 
ployer subsidy in it. How real is that? 

And then whether there is any data that you have access to that 
might help us judge if we went to 100-percent deductibility for the 
self-employed, what groups that would bring, what small groups 
that would bring into the group market. 

And then if you can find any data that would help us to deter- 
mine who this 7 percent of the uninsured that are in the 28- 
percent bracket or above are, and what likelihood there is that de- 
ductibility would be a sufficient incentive for them to participate. 
Because those are all questions that we don't have answers to, and 
it's very hard to determine the impact of this l^islation. 

Then one last thing I'd like you to look at is 15-percent deduct- 
ibility and 28-percent deductibility as an incentive, if we opened up 
the Medicaid managed care plans of the States to these people. So 
that you would definitely have a lower cost plan, a more affordable 
plan, and a modest incentive. If you could get back to us on those 
kinds of issues, I would appreciate it. 

Mr. Reider. Surely will. We will gain any information we can 
and provide it as quickly as we can. 

Chairman J ohnson. Thank you. 

[The information is being retained in the Committee files.] 

Chairman] ohnson. Mr. Coyne. 

Mr. Coyne. Thank you. Madam Chairman. Congressman Gradi- 
son and Mr. Reider, given that it's pretty much agreed by everyone 
that a significant number of low-income individuals are not going 
to be able to benefit from a tax deduction because they just have 
no tax liability, I was just wondering if either one of you have any 
suggestions about what we could do for those people who would be 
left out of any benefit from a tax deduction program. 

Mr. Reider. What I testified to here today— and there are many 
elements, but one of the things that may be helpful to some extent 
is the fact that currently under HIPAA the companies can choose 
to place the person with one of several policies. And we think the 
intent clearly was that if they were the most popular policy, they'd 
be the most attractive dollarwise and so on. 

And what we believe, from the NAIC perspective, is it would be 
well to look at that and make it necessary that the companies 
spread that risk further, and therefore capture perhaps a lower 
rate than now is being offered, which is creating problems in some 
instances. 

So again, as far as the tax portion of that, I cannot comment, but 
I can comment that I think this is one in a number of steps that 
might be helpful. 

Mr. Gradison. Mr. Coyne, I should think that once you reckon 
with how much you may have available in the form of funds for tax 
reduction, that you might want to look at some mix of deductions, 
credits, or vouchers. Use deductions and credits as a means to tar- 
get these funds to where they would do the most good. 

I can't quantify that. And we're going to try to help with the 
numbers that the Chair has asked for, but we keep coming back 
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to the same sources that you have, so I don't want to leave the im- 
pression that these numbers are easy to come by. 

Mr. Coyne. Mr. Reider, in your testimony, you said that health 
insurance prices under HIPAA are much more reasonable in States 
with high-risk pools. Does that mean that instead of encouraging 
people to buy expensive individual policies, we should create risk 
pools or allow them to buy into larger public plans? 

Mr. Reider. Again, and I repeat, I think what's important, we 
believe, is to address this specific issue where it would force a 
broadening of the risk and therefore, we think, a more attractive 

B rice than what we've seen in some instances, which is rather trou- 
lesome to all of us. 

But we are not suggesting any specific action that would man- 
date it in each and every State, because the marketplace is dif- 
ferent in each State. There are different companies, their employ- 
ment picture, the availability, and whatever else. 

But we do think, and I can speak now for the State of Connecti- 
cut, that our approach to this, because it has a long history and 
whatever, has worked very well. And one of the things that we do 
at the NAIC is to share information and success, or problems as 
well to avoid them. 

And I think that all of the commissioners that I am aware of and 
the discussions I have had is that everybody is trying to work very 
hard on the same issue that you are working on m their given 
State, working with the legislatures, working with the authority 
they have to try to correct some of the problems, which is high 
price. And when you don't have affordability, you don't have avail- 
ability, so they tie together directly. And I think there is a lot of 
activity by individual States. 

So I would not suggest that mandate, you do this, because I 
think you could end up in more difficulty. But to simply suggest 
that this particular provision be corrected, and then allow the 
States to determine how they go about achieving that spread. 

Mr. Gradison. Mr. Coyne, our observation with r^ard to the 
HIPAA experience is that the problem of affordability is con- 
centrated in those States which don't have risk pools and therefore, 
that the focus should be on trying to encourage them to do so if 
they can. 

There is a lot to be said for risk pools in terms of improving the 
functioning of the very fragile individual market. For many years— 
Mr. Vaughan might remember, I don't remember for how many 
Congresses Mr. Stark and I would put in bills to encourage the cre- 
ation of risk pools, but we didn't get much encouragement any- 
where else and never were able to trade it with the Senate for any- 
thing so we stopped doing it. I mean, that's really what happened. 

But I still think that there is a lot to be said for the State level. 
It doesn't have to involve Federal encouragement, necessarily, but 
I think there is a lot to be said for recognizing that the HIPAA af- 
fordability problem is concentrated in the States which don't have 
risk pools. 

Mr. Coyne. Thank you both. 

Chairman] ohnson. Mr. Portman. 

Mr. Portman. Thank you. Madam Chairman. I appreciate the 
testimony from all the witnesses this afternoon. Bill Gradison 
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spent 18 years on this side of the table and became really the pre- 
eminent expert on health care on this Committee, so it's a little in- 
timidating to ask him questions. He knows a lot more than we do. 
But it is also a good opportunity to get some information. 

I also would say Tim Miller is behind me, Mr. Gradison, who was 
serving you ably for many of those years. You trained him well. 

I have a number of questions, but I think what I'd like to focus 
on is the long-term care ideas you have. I know in your testimony, 
in your written statement, you go into some detail as to some addi- 
tional thoughts beyond the deduction that is in Nancy Johnson's 
bill. 

In your oral statement, I think you were not able to get into all 
that, and I guess what I'd like to do is to hear a little more about 
long-term care from you. I think you would say that Nancy J ohn- 
son's proposal is a good start. 

Mr. Gradison. Yes. 

Mr. PoRTMAN. Providing deductibility for long-term care. And 
one question I just have, out of curiosity again given your back- 
ground and expertise, is why other proposals haven't included more 
of a focus on long-term care. I think, Nancy, yours is the only pro- 
posal out there that has a deduction for long-term care that is 
across the board. 

And then if you could address some of the other things we could 
do in terms of long-term care. 

Mr. Gradison. Well, Mr. Portman, first of all, it's a lot more in- 
timidating to sit down here than it was from up there. [Laughter.] 

But I think the reason is that such a major step was made 2 
years ago in the tax clarification with regard to long-term care. I 
mean, that was a very major step sought by people who want to 
encourage the development of a private market. 

It was sought by those who are concerned about the long-term 
cost to Medicaid of nursing home bills. It was sought in part by 
those who were trying to learn from the experience of States like 
Connecticut which had taken the lead in some important experi- 
ments with regard to the interaction of long-term care insurance to 
the spend down requirements. 

So now, frankly, from our point of view, we are approaching the 
long-term care issue on two fronts. The first has to do with the 
issuance of the regulations, and the T reasury has been very cooper- 
ative and open to suggestions. It is remarkable how many 12-page, 
single-spac^ letters we send to them on long-term care because of 
the number of issues that were left, as is often the case, unresolved 
by the passage of those statutes. 

But now our attention has turned to the tax status of these poli- 
cies at the Federal and at the State level. We have been very ag- 
gressive this year in encouraging the legislatures to consider pro- 
viding the same treatment at the State level for long-term care 
that you provided 2 years ago. 

So these additional steps are very encouraging, but they have im- 
plications beyond just long-term care. For example, the 7y2-percent 
threshold, as a practical matter, almost eliminates the possibility 
of deductibility for most folks. 

But I recognize that if you are going to reexamine the IVi- 
percent threshold, quite apart from the revenue cost, it's unlikely 
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that you're just going to do it for one particular kind of health in- 
surance. You probably would want to do it more broadly. 

Mr. PoRTMAN. Which would be quite costly. 

Mr. Gradison. Which would, of course, be far more costly. 

Mr. PoRTMAN. Let me ask another question, since we have you 
here with your experience on health care and the relationship be- 
tween health care and other issues. One I just will mention is that 
very much on the congressional calendar right now is the notion of 
a patient's bill of rights, the PARCA bill and so on. 

And you go into some detail in your written statement about the 
impact on affordability, and therefore, accessibility, along the lines 
of what Mr. Reider was talking about a moment ago. And I think 
we can't forget those issues. This is not all tax driven, after all, and 
a lot of it is driven by r^ulation and mandates and so on. 

But the larger question I have is tax reform. And if you could 
just for a moment step back and give us some sense of how tax re- 
form as it's talked about— let's say the flat tax, for instance, where 
there would be a so-called pure flat tax, which has implications on 
the corporate side as well as the individual side on health care. 

How would that impact health care, and do you see any kind of 
major simplification effort out there that would be compatible with 
the kind of a health care program that you are talking about? 

As an example, in your long-term care proposals, you have a 
number of deductions and credits and so on. Those would seem in- 
consistent with simplification. Could you just address that gen- 
erally. 

Mr. Gradison. We're very concerned about this, Mr. Portman. 
There's no question that these tax provisions as we have them 
today are having a positive effect in encouraging greater coverage, 
particularly at the group level, under health insurance. And you 
are going to hear some testimony relevant to this in the next panel. 

But if the employer deductibility were eliminated or it were re- 
tained, but the exclusion at the individual level were eliminated, 
there are solid reasons for concern that the number of people who 
would actually purchase health insurance would drop very, very 
dramatically. 

Nobody can promise you those amounts, but I think it's some- 
thing that requires great care. There are definite tradeoffs involved 
in trying to broaden the base. In many respects, I look at what 
happened back in 1986, which was a major step in that direction, 
and then what's happened since then. And I have a feeling that 
while what we did was well-intentioned, that there's been a draw- 
ing back, a sense that you have to have more targeted changes, 
that just leaving this up to the individuals and families and busi- 
nesses to decide isn't enough to meet national objectives. 

And certainly, a lot of what was done in 1986 has been, if not 
totally reversed, at least the direction is going back to the way it 
was before 1986. 

Mr. Portman. Thank you. I look forward to further dialog on this 
and other issues. Thank you. Madam Chair. 

Chairman j ohnson. Thank you. 

Congresswoman Thurman. 

Mrs. Thurman. Thank you. Madam Chairman. 
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I really want to start with something that came to my attention 
from a letter that I received in my office about somebody who was 
working who could not afford health care. And this is the excerpt 
from the letter, and then maybe we can have some questions on 
this. 

Mrs. Thurman, you may remember that a little over 2 years ago I called your of- 
fice and asked for help for a friend of mine. She had just been told by her doctor 
that her pap smear had come back positive and that he recommended surgery. At 
that time, she was employed as a bartender at a local restaurant and was not able 
to afford medical insurance. If affordable medical insurance had been available, she 
would be alive today. 

Marti died of one of the most easily discovered and easily curable forms of cancer 
today, cervical cancer. It was discovered in time. Had adequate and affordable medi- 
cal insurance been available, she would have had a hysterectomy immediately and 
that would have been it. I am not looking for someone to blame. The blame is 
shared by all of us. 

Mr. Risalvato, let me ask you this question as a busi nessowner. 
If that 100 percent, based on the fact of the statistics that we're 
hearing today, that in fact, employers want more participation by 
employees and that, in fact, in some cases they are not providing 
at all, would that 100-percent tax deductible have helped, do you 
think, Marti, in this case? 

Mr. Risalvato. There's no way that I could tell you what it 
would have done in that instance. I can tell you that when I 
learned I couldn't deduct my own, I had already made the decision, 
and I still wonder how I would have made the decision. 

I still provide health care benefits for my employees. I have still 
to this day never taken a penny from them. That is a heart- 
breaking story, and not to seem without compassion, but shouldn't 
some onus be put on the individual to have purchased health care 
insurance, or put an importance on it on their own? 

And I just think that if the costs were lower, there would be 
more likelihood that the employer would have provided it. If there 
was a deductibility, there would be more likelihood that the em- 
ployer would have provided it. And in this instance, there would 
have been more likelihood that the individual would have taken 
their own personal responsibility to do it for themselves, had not 
the employer done it. 

The key here is cost. The Chairman, in her opening statement, 
mentioned something that I don't always hear from people that are 
educated in health care. And that is the fact that there was a time 
when an employer provided for their employee a benefit rather 
than a pay increase or something else. You noted that in your 
opening remark. 

And that is what motivated me when I provided the health care 
benefits. I was a much younger man at the time. I was in good 
health, and I wasn't thinking of myself. I was thinking of the em- 
ployee. And I do believe that many employers feel exactly as I do. 
This notion that small employers or large employers, for that mat- 
ter, would just prefer to pocket the money rather than be concerned 
about the employee, I think is absolutely false. 

I have a genuine concern for my employees. I find that most of 
my small business colleagues have the same genuine concern. 
Would that 100-percent deductibility have helped Marti? There's no 
way I can answer that. I can tell you that that is one step 
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Mrs. Thurman. Well, let me ask you this. 

Mr. Risalvato. Yes. 

Mrs. Thurman. Would it have put you in a situation— and I don't 
know what's your situation, but you said in your testimony that 
you've talked to other employers because you've been involved in 
this issue. 

Mr. Risalvato. Yes. 

Mrs. Thurman. If this was a skilled worker that was making, 
maybe not minimum wage, but more than minimum wage but still 
at a very low rate compart to trying to raise a family. If they had 
had that 100 percent, would they give more benefits? Would that 
want them to come into an employee benefit package for them? 
Would they look at a 50-50 split? Would they be looking at a 75- 
25 split? 

Have they talked about that much in what they would be offer- 
ing their employees as a 100-percent deductibility? 

Mr. Risalvato. Yes, I have spoken to many, and it ranges from, 

I could pay a little bit but I can't afford the whole thing, to I'd like 
to make it an incentive package where I can pay for as much of 
it as possible to take some of the burden from them. 

Keep in mind, an employee that has these benefits does not have 
that worry and he's a better employee, and that's what we're trying 
to make. 

Mrs. Thurman. Do I hear the issue— I mean, I've talked to some 
businesses that say, well, I can't afford this because it will make 
me less competitive. And I could tell you my response would be it 
would probably make you more competitive. But even in 1994 when 
we were talking about it and trying to get more businesses to come 
in, they were saying. Oh, no, you can't do this to us, this is going 
to hurt our bottom line, we won't stay competitive in the market- 
place. There were all these excuses to why we couldn't have this 
happen. 

But yet this is a perfect example of what happens to folks who 
don't have access to medical care. And I don't disagree with the 
personal responsibility. But my guess is probably as a bartender, 
at least in that area, if they were making $12,000, $15,000 a year, 

I 'd have been surprised. 

Mr. Risalvato. Please, Mrs. Thurman, don't categorize these as 
excuses when I am trying to pay the mortgage and the electric 

Mrs. Thurman. I understand. 

Mr. Risalvato [continuing]. And keep the doors open to keep 
jobs. And I can tell you from personal experience, I stand there 
today right now. I am in business for 20 years. My business every 
day is a struggle to keep the doors open. I provide health care ben- 
efits as a small business owner for my employees. 

When we start talking about some of these mandates, and please 
take this back to your other colleagues in Congress, don't tinker 
with this system by making mandates, because you make it worse. 
You put people like myself in jeopardy of continuing a business, let 
alone continuing providing for the ones that I already am providing 
for. 

If tomorrow I need to make a decision as to whether I pay the 
electric because they send a notice that says if it's not paid on such 
and such a date you have no electricity. If I have no electricity, I 
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don't have gas pumps, I don't have power to run the lifts and ev- 
erything. If I am faced with that decision or paying a health care 
premium, you tell me which one should I make tomorrow. 

So we are in the exact same boat. When we ask for the 100- 
percent deductibility, we are asking for one tiny little step that 
may be a motivation or a help to make us provide it, thereby put- 
ting more people in the system and eliminating a little bit of cost 
shifting. That's what we're asking for. 

But that's only one thing. There are many other things. The bot- 
tom line is the cost of the premium. It is no longer the situation 
where I'll provide the benefit because I can give the employee 
something of great value, rather than cash, pay increase. It is no 
longer that. It has gone from that to where I cannot afford it at 
all. 

And we've done some tinkering. We've done some good. We've got 
people tugging at a pendulum. And the object is to keep that pen- 
dulum right in the middle. I mean, we went through some serious 
changes in the last few years that pulled the pendulum way back, 
and now I think maybe the pendulum is starting to come back 
again this way. And it is going to keep doing that. And it's up to 
the Members of Congress to help direct it so that pendulum stays 
somewhere in the middle. 

But to put into this argument that small business owners want 
to keep the cash rather than provide the benefit is false. And that's 
not to say that there won't be any situations like that. Of course 
there will. There will be those small business owners or big busi- 
ness owners who are going to say, why should I provide that? I'm 
going to make a little extra profit for myself. 

By and large, a small business owner needs peace of mind as 
well, and he gets that when his employees are happy and when his 
employees can do the job and they can do it without him being 
there. Health care benefits is a means of providing that peace of 
mind for the small business owner as well. 

Help us with a little incentive. That's what I am asking. 

Mrs. Thurman. We should thank you from this Subcommittee to 
let you know that we do appreciate that commitment that you've 
given to your employees. That is an extremely important thing, and 
I hope that message is to show that competitiveness and the mar- 
ketplace is not jeopardized because you happen to give a better 
package to your employees. 

Mr. Risalvato. Thank you. 

Chairman j ohnson. In closing, let me ask particularly Mr. 
Reider or M r. Gradison. You know, one of the options under H I PAA 
was for States to allow individuals— because the most difficult part 
of the bill was individual portability— individuals to join the State 
employees benefit plan or some of the largest groups in the market, 
because while risk pools are important, they are 150 percent of pre- 
mium. COBRA is important; it is 102 percent of premium. 

Frankly, most people are uninsured because they can't afford 
that kind of premium. And one of our goals in H I PAA was to really 
encourage continuity of coverage between jobs by giving you an af- 
fordable option. COBRA is really not affordable, and neither are 
the risk pools. 
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It's better than the States in which there was 400 and 500- 
percent increase in premiums. But this is very relevant for the 
small employers. If we give them deductibility, but all they can join 
because they are self-employed is a program whose average pre- 
mium is 150 percent of the group plan, they can't do it. 

Are the States making any progress toward opening up more af- 
fordable group type plans or group levels of cost plans to individ- 
uals by either incorporating them in larger plans, which was what 
HIPAA's vision was, as one option, or incorporating them into pub- 
licly structured HM Os like the Medicaid Programs? 

Mr. Reider. Again, I can't speak with certainty as to what each 
of the States has done. Again, that's the type of question that we'll 
be more than happy to go back and explore and try to see if any- 
body has taken an innovative approach in that regard. 

Again, just speaking for Connecticut one more time, we think 
we've done some things that have been very helpful— and I say we 
in the sense that it goes back long into history but I think we all 
have to continue to search for ways to get to where you want to 
be. 

Chairman j ohnson. To my knowledge, Connecticut hasn't solved 
the problem of creating access to a more affordable plan for individ- 
uals either. 

Mr. Reider. Right. 

Mrs. Thurman. One of my goals in sponsoring the children's 
health proposal is that I hope in States like Connecticut that rath- 
er recently went to a Medicaid managed care structure and now 
with the children's health, that we'll develop a structure through 
which it will be possible to see how much would it cost to help peo- 
ple into that structure. 

But I think this is a critical piece to sort of build down from the 
top, affordability, so we minimize the population that is going to 
n^ a premium subsidy. 

Mr. Reider. I want to just quickly comment, and you are very 
much aware of that issue, and part of that is the HUSKY plan 
which attempts to make insurance available to the young people in 
the State. I think that has been a very positive step. 

But we will explore and look for anything that might be helpful 
in the spirit of what you spoke of. 

Chairman j ohnson. Thank you. That would be very helpful. 

Mr. Gradison. Mrs. j ohnson, with regard to HIPAA, as you said 
earlier, the group to individual part is the part that has problems. 
That problem is focused on the less healthy of those who are enti- 
tled to the group to individual option and the guaranteed issue to 
that group. The healthier ones can go into the individual market 
today. 

Chairman j ohnson. But are the premiums a lot more than the 
group premiums? Even for healthy individuals? 

Mr. Gradison. I would like to submit for the record some exam- 
ples of what the premiums look like. 

Chairman j ohnson. That would be helpful. 

[The following was subsequently received:] 
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1997 Monthly Health Insurance Premium Quotes for Selected States* 


Monthly Premiums 


State 

Family cf 4, 
$1000 
Deductible 

Single, Age 40-44 

Single, Age 45-49 

$1000 

$2000 

$1000 

$2000 

Male 

Fern 

Male 

Fern 

Male 

Fern 

Male 

Fern 

T exas 

$181 

$80 

$104 

$58 

$76 

$100 

$121 

$73 

$90 

Georgia 

$200 

$78 

$101 

$60 

$78 

$98 

$119 

$76 

$92 

Virginia 

$194 

$77 

$100 

$57 

$74 

$96 

$117 

$72 

$88 

liiinois 

$239 

$95 

$124 

$72 

$94 

$119 

$144 

$91 

$111 


*lnsurer: A large multi-line national health insurance carrier. Product: PPO plan with $1000 or $2000 de- 
ductible as indicated. Family: A two parent family of 4: parents age 35-39. Geographic Location: A relatively 
high cost (urban) area, for each state. 


Mr. Gradison. I think you will find the policies vary enormously 
from a lot of the group policies. They generally have higher 
deductibles and higher copays, so they are not precisely comparable 
policy to policy. 

But the big problem with HIPAA are the higher cost, sicker indi- 
viduals who don't automatically easily qualify for individual cov- 
erage. Now what that says is that they have to be subsidized. If 
they are put into a pool with the State employees or if they're put 
into a Medicaid managed care pool, they still have to be subsidized. 

And the question, in my view, is whether that subsidy should be 
hidden or whether it should be transparent. The same issue has 
arisen from time to time when suggestions have come up at the 
Federal level about adding certain groups and making them eligi- 
ble for the Federal Employees Flealth Benefit Plan. 

If they stand as a separate group, you still have the question of 
how to pay for them. If you don't, then it increases the cost for 
other Federal employees. 

Chairman J ohnson. I agree that if you segregate them off as a 
separate group. But I think some of us working on FIIPAA envi- 
sioned a State making a decision that anyone who qualified under 
FIIPAA would automatically go into, for instance, the State em- 
ployee benefit plan, so you'd get the healthy as well as the sick. 

You would get in that big plan the risk spreading that you would 
need because you'd get everybody, because the inducement in 
FI I PAA was to keep your coverage constant. I mean, have no break 
in coverage so you would never be eligible for discrimination on the 
basis of preexisting conditions. So we say to you, we are going to 
protect you from discrimination on the basis of preexisting condi- 
tions if you will make the investment to keep your insurance going 
between jobs? 

And if a State, any State, had put them all into the State em- 
ployee system, then healthy people as well as sick people would 
have gone into the system. When they went to the next job, well 
people and sick people would go on to the next job. 

I think I did not appreciate how likely it was that States would 
then individually underwrite them. And that is true. In that sys- 
tem, the sick people can't afford insurance and the well people can. 

Mr. Gradison. But with regard to the well ones— and it's not a 
perfect term— but by well, I mean the ones who could qualify with- 
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out any preexisting condition limitation in the individual market; 
if we pursue what you are outlining, they would effectively be told 
that this is the only option available to you if you go from group 
to individual. 

Now some people might prefer to maintain their coverage by 
going into the existing individual market, buying a high-deductible 
policy. I would say they quite likely in many cases would find it 
less expensive than going into the State pool. 

So you can't automatically, in my opinion, assume that you are 
going to get everybody, all the group to individuals, unless that is 
the only option available to them. And that, in effect, would be tak- 
ing away from them an option that they have in the market today 
as an individual, which is to shop for something that fits their cir- 
cumstances which might be more or less expensive than a big pool. 

I would like— I beg your pardon. 

Chairman J oh n son. Some examples would be very helpful. 

Mr. Gradison. We'd be happy to submit those. 

[The following was subsequently received:] 

Health Insurance Association of America 

November 23, 1998 


The Honorable Nancy J ohnson 

Chairman, Ways and Means Oversight Subcommittee 

United States House of R epresentatives 

1136 Longworth HouseOfficeBuilding 

Washington, D.C. 20515 

Dear Madame Chair J ohnson: 

On Aprii 23, 1998 I testified before the Subcommittee regarding market-based ini- 
tiatives to expand access to heaith coverage. Severai questions emanated from that 
hearing, and your staff caiied recentiy seeking additionai information. 

During the hearing, you envisioned an arrangement where states couid provide 
affordabie heaith insurance coverage to individuais exercising their group-to- 
individuai portabiiity rights under HIPAA. Under the arrangement, "HIPAA eligi- 
bies" in a state wouid enroii in a iarge group such as the state empioyees' heaith 
benefits program, and HIPAA eligibles would be pooled and rated together with oth- 
ers in the group. 

I observed in response that there could be complications with this arrangement. 
Thefollowing quote was my statement at the hearing 

"On one hand, if a state required all HIPAA eligibles to enroll in the state pro- 
gram, these individuals would be precluded from purchasing coverage in the individ- 
ual market, which they might find preferable. Specifically, HIPAA eligibles that 
could pass underwriting requirements of individual market carriers might prefer 
purchasing a type of coverage (e.g. high deductible) that isn't offered in the state 
program. 

On the other hand, if a state allowed HIPAA eligibles to enroll in the state pro- 
gram, but did not require it, the HIPAA eligibles actually enrolling in the state pro- 
gram would probably be higher risk, on average, (if some lower risk eligible individ- 
uals chose to purchase coverage in the individual market). This could cause rates 
in the larger group to go up." 

In response to your inquiry regarding an example, Kentucky serves as a case in 
point. 

Several years ago, the State of Kentucky adopted a policy of allowing individuals 
who were refused coverage in the individual market to enroll in Kentucky Care— 
the state employee health benefit program. By last year, some 4,000 non-state em- 
ployees had entered the plan. Last year, the Kentucky Department of Insurance re- 
ported that the fund was losing millions of dollars a month, and was rapidly spend- 
ing down reserves. At the Department of Insurance's recommendation, the legisla- 
ture closed Kentucky Care to non-state employees. This summer, the state was 
forced to take stronger measures, by closing the self-insured option, and severely 
limiting the plan choices available to state employees to mostly HMD coverage. 
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It is unclear how much of the adverse financial experience was due to the enroll- 
ment of non-state employees, versus other factors, but this clearly was an important 
contributing factor. 

I hope my response is helpful. 


Sincerely, 


Bill Gradison 

President 


Mr. Gradison. I just want to take a moment to compliment all 
of you for your focus on this. I think there is an exceptional oppor- 
tunity this year, especially if revenues become available as a result 
of the discussions on the tobacco issue, to plow that back into the 
health care field, along the lines that you and others up here on 
the Hill are discussing. I could envision that as being a very power- 
ful health-related package for the benefit of the public. 

Chairman J ohnson. Thank you. And I thank the panel for your 
participation. You've been very helpful. 

Now I would like to call up the second panel. Wayne Nelson, 
president of Communicating for Agriculture; J ames Klein, Associa- 
tion of Private Pension and Welfare Plans; and Paul Fronstin, sen- 
ior research associate and director of the Health Security and Qual- 
ity Research Program, Employee Benefit Research Institute. 

Good afternoon, and thank you very much. If we may, I am going 
to start with Mr. Fronstin of the Employee Benefit Research Insti- 
tute first. 

STATEMENT OF PAUL FRONSTIN, PH.D., SENIOR RESEARCH 

ASSOCIATE AND DIRECTOR, HEALTH SECURITY AND 

QUALITY PROGRAM, EMPLOYEE BENEFIT RESEARCH INSTI- 
TUTE 

Mr. Fronstin. Thank you. Madam Chair and Members of the 
Subcommittee, I am pleased to appear before you this afternoon to 
discuss continuation of health insurance coverage under COBRA. 

My name is Paul Fronstin. I am a senior research associate at 
the Employee Benefit Research Institute, a private, nonprofit, non- 
partisan public policy research organization based in Washington, 
DC. 

EBRI has been committed since its founding in 1978 to the accu- 
rate statistical analysis of economic security issues. Through our 
research 

Chairman] ohnson. Excuse me, Mr. Fronstin. Could you pull the 
microphone just a little closer. Thank you. 

Mr. Fronstin. Sure. Through our research, we strive to contrib- 
ute to the formulation of effective and responsible health and re- 
tirement policies. Consistent with our mission, we do not lobby or 
advocate specific policy solutions. 

The goal of COBRA was to relieve the hardship employees and 
their families experienced resulting from the temporary loss of 
group health insurance by providing a period of transition to other 
coverage. 

COBRA, as amended in legislation subsequent to its passage in 
1985, requires employers with health insurance plans to offer con- 
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tinued access to group health insurance to qualified beneficiaries if 
they lose coverage as a result of a qualifying event. 

COBRA coverage can be considered advantageous for most work- 
ers as it allows continuation of the policy one had in place at work. 
Although an employee can be required to pay 102 percent of the 
premium for COBRA coverage, workers can usually realize signifi- 
cant savings compared with purchasing an equivalent health insur- 
ance policy in the private market. 

COBRA premiums will usually be lower than insurance plans 
purchased directly from an insurance company due to economies of 
scale in administrating group health insurance and the reduced 
risk of adverse selection. 

Furthermore, employment-based health insurance typically cov- 
ers a larger array of benefits than individually purchased health 
insurance for an ^uivalent premium. As a result, COBRA coverage 
would be a better buy than a plan purchased in the individual mar- 
ket. 

COBRA coverage can be considered even more beneficial to older 
workers who would get a community rate. COBRA is also seen as 
advantageous in general because it improves health insurance port- 
ability and reduces job lock. 

Many employers consider COBRA to be a costly mandate. Pre- 
miums collected from COBRA beneficiaries typically do not cover 
the costs of the health care services rendered because of adverse 
selection. The Clinton administration has recognized this in its 
Medicare buying proposal. In addition, COBRA recognizes it, as it 
allows employers to charge 150 percent of the premium for the dis- 
abled in months 19 through 29. 

COBRA imposes an additional administrative cost on employers. 
Not only do employers have to administer the plan, they must also 
find and notify COBRA-eligible individuals. This process could be 
costly, especially for divorced and separated spouses and other de- 
pendents. While health plans are allowed to charge 102 percent of 
the cost of the health plan, the additional 2 percent may not fully 
cover these administrative costs. Many employers also view the 
penalties for noncompliance as excessivdy large. 

Assuming that individuals electing COBRA coverage are a rel- 
atively higher risk population than the general work force, any ex- 
pansion in the current law that affects either the size of the firm 
covered under COBRA or the length of time that former workers 
are eligible for continuous coverage would almost certainly increase 
employer costs for health insurance. 

In addition, subsidies for COBRA coverage would increase the 
percentage of eligible workers electing COBRA coverage. While this 
might reduce the degree of adverse selection, it would still drive up 
the overall claim costs for employers. 

One alternative to mitigate higher health care costs would be to 
allow workers to choose from plans that are similar to the current 
plan, such as plans with a high deductible. 

It should be noted, however, that previous research indicates 
that access to continuation of coverage is not likely to have a major 
effect on the level of the uninsured, although there is evidence that 
the availability of continuation of coverage increases duration of 



38 


unemployment, suggesting that it allows individuals to spend more 
time in productive job searches. 

Another alternative would be to guarantee access to health insur- 
ance coverage either in the individual market or through State- 
sponsored high-risk insurance pools. HIPAA included provisions for 
group-to-individual portability for workers who have exhausted 
COBRA coverage. Under this provision, workers have an incentive 
to continue COBRA coverage in order to qualify for coverage in the 
individual market. As I already mentioned, this is costly to employ- 
ers and workers. 

In order to reduce costs to employers, COBRA could be repealed 
if group-to-individual portability were guaranteed at the time that 
a worker leaves an employer. This, however, would have the effect 
of shifting the cost of continuation of coverage mandates from em- 
ployers to insurance companies in the individual market and ulti- 
mately to individuals covered in this market. 

Thus, any expansion in continuation of coverage mandates either 
through COBRA or through increased access to insurance in the in- 
dividual market would increase costs to workers, employers or in- 
surers. 

I would like to mention that HIPAA does improve portability as 
it makes it easier for individuals to get new health insurance on 
job change. But in contrast, COBRA guarantees portability as it al- 
lows workers to maintain their current health insurance plan. 

If cost issues are not addressed with future COBRA expansions, 
employers may consider various alternatives to reduce, shift, or 
eliminate the impact of this increased cost. One alternative is for 
employers to continue r^uiring active employees to share in the 
increased cost through higher employee contributions. 

A second alternative is to reduce or eliminate health care bene- 
fits for active employees and/or future retirees and their families. 
A third alternative is to reduce the size of the work force eligible 
for health insurance benefits. 

Madam Chair, this concludes my statement. Thank you for the 
opportunity to testify this afternoon. I would be glad to answer any 
questions that you or Members of the Subcommittee might have. 

[The prepared statement and attachments follow:] 

statement of Paul Fronstin, Ph.D., Senior Research Associate and Director, 
Health Security and Quality Program, Employee Benefit Research Institute 

Principal Points 

• The goal of the Consolidated Omnibus Budget Reconciliation Act of 1985 
(COBRA) was to relieve the hardships employees and their families experienced re- 
sulting from the temporary loss of group health insurance by providing a period of 
transition to other coverage. COBRA, as amended in legislation subsequent to its 
passage in 1985, requires employers with health insurance plans to offer continued 
access to group health insurance to qualified beneficiaries if they lose coverage as 
a result of a qualifying event. 

• COBRA coverage can be considered advantageous for most workers, as it allows 
continuation of the policy one had in place at work. Although an employee can be 
required to pay 102 percent of the premium for COBRA coverage, workers can usu- 
ally realize significant savings compared with purchasing the equivalent health in- 
surance policy in the private market. COBRA premiums will usually be lower than 
insurance plans purchased directly from an insurance company due to economies of 
scale in administering group health insurance and the reduced risk of adverse selec- 
tion. Furthermore, employment-based health insurance typically covers a larger 
array of benefits than individually purchased health insurance for an equivalent 
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premium. As a result, COBRA coverage would be a "better buy" than a plan pur- 
chased in the individual market. COBRA coverage can be considered even more ben- 
eficial to older workers who would get a community rate. COBRA is also seen as 
advantageous, in general, because it improves health insurance portability and re- 
duces job-lock. 

• Many employers consider COBRA to be a costly mandate for three reasons. 
First, premiums collected from COBRA beneficiaries typically do not cover the costs 
of the health care services rendered because of adverse selection. The Clinton ad- 
ministration has recognized this in its FY 1999 budget proposal. Second, COBRA 
imposes an additional administrative cost on employers. Not only do employers have 
to administer the plan, they must also find and notify COBRA eligible individuals. 
This process could be costly, especially for divorced and separated spouses and other 
dependents. While health plans are allowed to charge 102 percent of the cost of the 
health plan, the additional 2 percent may not fully cover these administrative costs. 
Third, many employers view the penalties for noncompliance as excessively large. 

• Assuming that individuals electing COBRA coverage are a relatively higher risk 
population than the general work force, any expansion in the current law that af- 
fects either the size of the firm covered under COBRA or the length of time that 
former workers are eligible for continuous coverage would almost certainly increase 
employer costs for health insurance. In addition, subsidies for COBRA coverage 
would increase the percentage of eligible workers electing COBRA coverage. While 
this might reduce the degree of adverse selection, it would still drive up the overall 
claim costs for employers. One alternative to mitigate higher health care costs 
would be to allow workers to choose from plans that are similar to the current plan, 
such as plans with a high deductible. It should be noted, however, that previous re- 
search indicates that access to continuation of coverage is not likely to have a major 
effect on the level of the uninsured, although there is evidence that the availability 
of continuation of coverage increases the duration of unemployment, suggesting that 
it allows individuals to spend more time in "productive" job searches. Some of this 
effect may be due to state-mandated continuation-of-coverage laws and the existence 
of dual labor markets. 

• Another alternative would be to guarantee access to health insurance coverage 
either in the individual market or through state-sponsored high-risk insurance 
pools. The Flealth Insurance Portability and Accountability Act of 1996 (FIIPAA) in- 
cluded provisions for group-to-individual portability for workers who have exhausted 
COBRA coverage. Under this provision, workers have an incentive to continue 
COBRA coverage in order to qualify for coverage in the individual market. As men- 
tioned above, this is costly to employers and workers. In order to reduce costs to 
employers, COBRA could be repealed if group-to-individual portability were guaran- 
teed at the time that a worker leaves an employer. This, however, would have the 
effect of "shifting" the cost of continuation-of-coverage mandates from employers to 
insurance companies in the individual market, and ultimately, to individuals cov- 
ered in this market. Thus, any expansion in continuation-of-coverage mandates ei- 
ther through COBRA or through increased access to insurance in the individual 
market would increase costs to workers, employers, or insurers. 

• FIIPAA "improves" portability as it makes it easier for individuals with preexist- 
ing conditions to get new health insurance on job change. In contrast, COBRA 
"guarantees" portability, as it allows workers to maintain their current health insur- 
ance plan. 

• If cost issues are not addressed with future COBRA expansions, employers may 
consider various alternatives to reduce, shift, or eliminate the impact of this in- 
creased cost. One alternative is for employers to continue requiring active employees 
to share in the increased costs through higher employee contributions. A second al- 
ternative is to reduce or eliminate health care benefits for active employees and/or 
future retirees and their families. A third alternative is to reduce the size of the 
work force eligible for health insurance benefits. 

Introduction 

Madam Chair and members of the committee, I am pleased to appear before you 
this afternoon to discuss continuation of health insurance coverage under the Con- 
solidated Omnibus Budget Reconciliation Act of 1985 (COBRA). My name is Paul 
Fronstin. I am a research associate at the Employee Benefit Research Institute 
(EBRI), a private, nonprofit, nonpartisan, public policy research organization based 
in Washington, DC. EBRI has been committed, since its founding in 1978, to the 
accurate statistical analysis of economic security issues. Through our research we 
strive to contribute to the formulation of effective and responsible health and retire- 
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merit policies. Consistent with our mission, we do not lobby or advocate specific pol- 
icy solutions. I would ask that my full statement be placed in the record. 

COBRA 

COBRA'S goal was to relieve the hardships employees and their families experi- 
enced resulting from the temporary loss of group health insurance by providing a 
period of transition to other coverage.^ COBRA, as amended in legislation subse- 
quent to its passage in 1985, requires employers with health insurance plans to 
offer continued access to group health insurance to qualified beneficiaries if they 
lose coverage as a result of a qualifying event. COBRA requires continued access 
for 18 months for covered employees, spouses, and dependent children who lose cov- 
erage when a covered employee terminates employment (for reasons other than 
gross misconduct) or there is a reduction in his or her hours of employment. COBRA 
requires continued access for 29 months for qualified beneficiaries who are disabled 
at the time of the qualifying event, or who become disabled within the first 60 days 
of the qualifying event, as clarified in the Health I nsurance Portability and Account- 
ability Act of 1996 (HIPAA). HIPAA also clarified that the 11-month extension for 
the disabled applies to all qualified beneficiaries, not just to the policyholder. 
COBRA requires continued access for 36 months for spouses and dependent children 
who lose coverage as a result of a covered employee's death, divorce, or legal separa- 
tion. In addition, spouses and dependent children qualify for continued access for 
36 months if a covered employee becomes eligiblefor the Medicare program. 

Prior to the enactment of the Omnibus Budget Reconciliation Act of 1989 (OBRA 
'89), coverage could be terminated prior to the end of the maximum period if the 
qualified beneficiary became covered under another group health plan. However, 
OBRA '89 provides that COBRA need not terminate before the maximum period if 
the qualified beneficiary becomes covered under another group health plan that ex- 
cludes or limits a preexisting condition. ^ 

HIPAA includes additional COBRA clarifications affecting beneficiaries, newborns, 
and adopted children. First, newborns and adopted children will be allowed to enroll 
immediately under a qualified beneficiary's COBRA coverage, without being re- 
quired to wait until the next open enrollment period. Second, COBRA coverage may 
be terminated as soon as any preexisting condition limitation in the new plan has 
been satisfied. 

The coverage offered must be identical to that available prior to the change in the 
workers' employment status. The qualifying employee or dependent may be required 
to pay up to 102 percent of the premium (disabled qualified beneficiaries may be 
required to pay up to 150 percent of the premium for months 19 through 29). Group 
health plans for public and private employers with fewer than 20 employees are ex- 
cluded from these provisions, as are plans offered by churches (as defined in sec. 
414(e) of the Internal Revenue Code): the District of Columbia; or any territory, pos- 
session, or agency of the United States. 

Advantages of COBRA 

COBRA coverage can be considered advantageous for most workers, as it allows 
continuation of the policy one had in place at work. Although an employee can be 
required to pay 102 percent of the premium for COBRA coverage, workers can usu- 
ally realize significant savings compared with purchasing the equivalent health in- 
surance policy in the private market. COBRA premiums will usually be lower than 
insurance plans purchased directly from an insurance company due to economies of 
scale in administering group health insurance and the reduced risk of adverse selec- 
tion.^ Furthermore, employment-based health insurance typically covers a larger 
array of benefits than individually purchased health insurance for an equivalent 
premium. As a result, COBRA coverage would be a "better buy" than a plan pur- 
chased in the individual market. 

COBRA coverage can be considered even more beneficial to older workers. Con- 
sider the following example for a small firm with a traditional fee-for-servi ce health 
plan offered by Blue Cross Blue Shield in the Washington, DC, r^ion for plan years 
starting March 1, 1995. Under the health plan, the annual premium for all workers 
with a family plan was $10,859. However, the expected cost of the plan varies great- 
ly across workers. The actuarial cost for family coverage for workers under age 30 
was $4,524, while the actuarial cost for workers ages 55 and older was $12,759. If 
a worker chooses COBRA coverage, the premium would be $11,076, or 102 percent 
of the annual premium. Young workers would have an incentive to forgo COBRA 
coverage, while older workers would have an incentive to accept COBRA coverage. 
As a result, the COBRA coverage pool of insured workers is adversely selected. 
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COBRA is also seen as improving health insurance portability and reducing job- 
lock. Concern about portability of health insurance arises in situations where a 
worker is leaving, or would like to leave, a job, and during periods of unemployment 
and labor force withdrawal. Concerns arise when a worker is unemployed or retires 
prior to Medicare eligibility and desires "bridge" coverage. In addition, portability 
could help alleviate the loss of insurance benefits when a worker is offered a new 
job that could alter his or her insurance status. Workers may remain with current 
employers for a number of reasons. A prospective employer may not offer health in- 
surance. A waiting period may be required before a worker becomes eligible for cov- 
erage. The benefits package offered through the prospective employer may be less 
generous. And, the worker (or a dependent) may have a preexisting condition that 
would not be covered under the plan. These scenarios may result in "job-lock," or 
in employees forgoing job opportunities that could potentially increase their produc- 
tivity and income. In other words, workers may forgo job opportunities in which a 
better match between the worker and the employer would enable the worker to per- 
form his or her job more effectively. For employers that want employees to leave 
or retire and for employees who would prefer to change jobs, job-lock can be undesir- 
able. 

Disadvantages of COBRA 

Many employers consider COBRA to be a costly mandate for three reasons. First, 
because of adverse selection, premiums collected from COBRA beneficiaries typically 
do not cover the costs of the health care services rendered. Second, COBRA imposes 
an additional administrative cost on employers. Not only do employers have to ad- 
minister the plan, they must also find and notify COBRA eligible individuals. This 
process could be costly, especially for divorced and separated spouses and other de- 
pendents. While health plans are allowed to charge 102 percent of the cost of the 
health plan, the additional 2 percent may not fully cover these administrative costs. 
Third, many employers view the penalties for noncompliance as excessively large. 

COBRA Expansion and Aiternatives to Expansion 

Assuming that individuals electing COBRA coverage are a relatively higher risk 
population than the general work force, any expansion in the current law that af- 
fects either the size of the firm covered under COBRA or the length of time that 
former workers are eligible for continuous coverage would almost certainly increase 
employer costs for health insurance. In addition, subsidies for COBRA coverage, as 
previously proposed by the Clinton administration, would increase the percentage 
of eligible workers electing COBRA coverage. While this might reduce the degree 
of adverse selection if individuals previously at the margin because of low expected 
health care costs accepted COBRA coverage, it would still drive up the overall claim 
costs for employers, especially self-insured employers. One alternative to mitigate 
higher health care costs would be to allow workers to choose from plans that are 
similar to the current plan, such as plans with a high deductible. It should be noted, 
however, that previous research indicates that access to continuation of coverage is 
not likely to have a major effect on the level of the uninsured. ^ Flowever, there is 
evidence that the availability of continuation of coverage increases the duration of 
unemployment, suggesting that it allows individuals to spend more time in "produc- 
tive" job searches.^ Some of this effect may be due to state-mandated continuation- 
of-coverage laws and the existence of dual labor markets.^ 

Another alternative would be to guarantee access to health insurance coverage ei- 
ther in the individual market or through state-sponsored high-risk insurance pools. 
FIIPAA included provisions for group-to-individual portability for workers who have 
exhausted COBRA coverage. Under this provision, workers have an incentive to con- 
tinue COBRA coverage in order to qualify for coverage in the individual market. As 
mentioned above, this is costly to employers and workers. In order to reduce costs 
to employers and workers, COBRA could be repealed if group-to-individual port- 
ability were guaranteed at the time that a worker leaves an employer. This, how- 
ever, would have the effect of "shifting" the cost of continuation-of-coverage man- 
dates from employers and workers to insurance companies in the individual market, 
and ultimately, to individuals covered in this market. Thus, any expansion in 
continuation-of-coverage mandates either through COBRA or through increased ac- 
cess to insurance in the individual market would increase costs to workers, employ- 
ers, or insurers. 

FIIPAA also includes a provision to encourage states to provide medical coverage 
for high-risk individuals by granting tax-exempt status to organizations that estab- 
lish high-risk insurance pools. These pools would be open to individuals with pre- 
existing conditions. If individuals were to enroll in these pools instead of taking 
COBRA coverage, the burden of adverse selection would no longer fall on employers. 
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It should be noted, however, that state sponsored high-risk poois have not been ef- 
fective in covering a significant portion of the popuiation, in iarge part due to high 
premiums. Hence, any attempt to use these poois for heaith insurance portabiiity 
may yieid mixed resuits. 

COBRA Costs and Beneficiaries 

Severai surveys have been conducted regarding issues surrounding the use of 
COBRA. A survey of approximateiy 200 firms, covering 1.42 miiiion workers, con- 
ducted by Charies D. Spencer & Associates, I nc, in the spring of each year has typi- 
caiiy yielded consistent answers about the probiem of adverse seiection and COBRA 
coverage. According to the survey, average empioyer daims costs for COBRA bene- 
ficiaries were $5,591, compared with $3,332 for active empioyees in surveyed pians 
in 1996. Thus, average continuation-of-coverage costs were 156 percent of the active 
empioyee daims costs. Large differences between active empioyee costs and COBRA 
costs have been typicai since 1990, when average active empioyee costs were $2,769, 
compared with $4,208 for COBRA costs (chart 1). 



Another study aiso found some evidence that COBRA beneficiaries used more 
heaith care than active workers.® This study examined daims data from three iarge 
empioyer heaith pians, and found that COBRA costs ranged from 32 percent to 224 
percent higher than heaith care costs for active workers. For one pian, these dif- 
ferences were due entirely to demographics, with COBRA beneficiaries being much 
more iikeiy to be women of chiid-bearing age. These data wouid suggest that aiiow- 
ing empioyers and insurers to set COBRA premiums based on risk-adjusted factors, 
such as demographics, wouid reduce the ievei of adverse selection. 

Whiie data on COBRA eiections and iimited data on the size of the COBRA popu- 
iation are avaiiabie, virtuaiiy no data exist on COBRA beneficiaries themseives. For 
poiicy purposes, it is important to understand the characteristics of the COBRA pop- 
uiation and how this popuiation differs from the rest of the popuiation. In order to 
gain a better understanding of the COBRA popuiation, we used data from the 1993 
panei of the Survey of Income and Program Participation (SIPP). SIPP is a iongitu- 
dinai study that foliows individuais for 36 months. Combining waves 6 through 9 
of the 1993 panei aiiows the observation of individuais over a 12-month period. This 
12-month period, October 1994-September 1995, represents the most recent SIPP 
data that allow researchers to track the entire sample for 12 months.^ 

Because the COBRA population is examined over a 12-month period, it is impos- 
sible to determine the full duration of each spell. Some spells may have begun be- 
fore October 1994, while others may have ended after September 1995. As a result, 
we separate COBRA beneficiaries into two groups— those with COBRA coverage for 
the entire 12-month period and those with COBRA coverage for less than 12 
months— with the understanding that the latter group may in fact have had COBRA 
coverage for 12 months or longer. Our analysis sample represents 0.6 million indi- 
viduals with COBRA coverage for 12 months between October 1994 and September 
1995, 4.4 million individuals with COBRA for less than 12 months, and 59.2 million 
individuals with employment-based health insurance coverage in their own name for 
the entire 12-month period. 

As you can see from table 1, the COBRA population is much older than the popu- 
lation of individuals with employment-based coverage through their current em- 
ployer. While we may be capturing a retirement effect, meaning older individuals 
use COBRA as a bridge to Medicare coverage, we find similar results when limiting 
the analysis to workers. COBRA beneficiaries are also more likely than individuals 
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with coverage through a current employer to be male, married, white, have no chil- 
dren under age 18, and to have a graduate school education. They are also less like- 
ly to be working. 


Table 1 

Characteristics of Persons and Workers Ages 18-64 with 12 Months of Consolioateo Omnibus 
Budget Reconciliation Act of 1985 CCOBRA) Coverage, Less than 12 Months 

OF COBRA Coverage, and 12 Months of Employment-Based Coverage in Own Name, 

October 1994-September 1995 



Persons Ages 18-64 


Workers 





Employment-based 


Employment-based 


COBRA 

COBRA 

coverage in own name 

COBRA 

COBRA coverage 



12 months 

1-11 months 

12 months 

12 months 

1-11 months 12 months 

Age 







18-24 

196 

1196 

696 

296 

1396 

696 

25-34 

5 

27 

29 

7 

29 

29 

35-44 

6 

23 

33 

5 

24 

33 

45-54 

20 

19 

23 

17 

18 

23 

55-64 

68 

19 

9 

69 

17 

9 

Gender 







Male 

67 

55 

59 

70 

57 

59 

Female 

33 

45 

41 

31 

43 

41 

Marital Status 







Married 

76 

55 

62 

79 

55 

62 

Widowed 


3 

2 

7 

2 

2 

Divorced 

11 

14 

13 

3 

12 

13 

Separated 


3 

3 

2 

4 

3 

Never married 


26 

21 

9 

27 

21 

Race 







White 

94 

82 

81 

94 

82 

80 

Black 


7 

9 

4 

8 

10 

Hispanic 


8 

7 

2 

7 

7 

Other race 


3 

3 

0 

3 

3 

Number of Own Children 







Linder Age 18 







None 

93 

67 

SB 

89 

65 

58 

One 


14 

17 

9 

14 

17 

Two 


13 

17 

0 

14 

17 

Three or more 


6 

8 

2 

7 

7 

Education 







Some school 

12 

10 

9 

7 

8 

8 

High school 

36 

29 

34 

33 

28 

32 

College 

32 

46 

43 

37 

48 

44 

Graduate school 

19 

15 

15 

22 

15 

16 

Household Type 







Married couple 

76 

61 

66 

79 

62 

67 

Male head 

0 

2 

3 

0 

1 

3 

Female head 

9 

12 

11 

5 

11 

11 

Other male 

5 

13 

11 

5 

12 

n 

Other female 

10 

12 

9 

11 

13 

9 

Group quarters 

0 

0 

0 

0 

0 

0 

Number of Jobs 







One job 

52 

64 

95 




Two jobs, all month 

2 

2 

3 




Two jobs, not all month 


2 

0 




Two jobs, no overlap 


2 

0 




No job 

46 

30 

2 




Source: Employee Benefit Research Institute estimates from the 1993 panel of Survey of Income and Program Participation, Waves 6-9. 


With respect to income, 12-month COBRA beneficiaries have higher personal in- 
come than the population with insurance coverage through their current employer 
(table 2). This difference is almost entirely due to differences in other personal in- 
come, which includes retirement income. This would suggest that retirees are using 
COBRA as a bridge to Medicare. However, workers are also more likely to be using 
other personal income for COBRA coverage. In both cases, the total population and 
workers had higher average asset income than persons with employment-based cov- 
erage through their current employer. 
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Table 2 

Sources of Income of Persons and Workers Ages 18-64 with 12 Months of COBRA 
Coverage, Less than 12 Months of COBRA Coverage, and 12 Months of Employment-Based 
Coverage in Own Name, October 1994-September 1995 




Persons Ages 18- 

•64 


Workers 



COBRA 

12 months 

COBRA 
1-11 months 

Employment-based 
coverage in own name 

12 months 

COBRA 

12 months 

COBRA 
1-11 months 

Employment-based 
coverage in own name 
12 months 

Total Income 

Less than SIO.OOO 

1496 

1596 

296 

996 

896 


$10.000-$19,999 

24 

31 

21 

15 

34 

21 

$20,00(}-$29.999 

15 

24 

28 

17 

25 

29 

$30,003-539,999 

15 

14 

21 

17 

17 

21 

$40,00[)-$'I9,999 

7 

8 

13 

7 

8 

13 

$50,000 or more 

25 

8 

16 

35 

9 

16 

Earned Income 

Less than $10,000 

54 

30 

2 

39 

22 

2 

$10, 000-519,999 

17 

29 

23 

22 

31 

23 

$20, 000-529,999 

8 

19 

29 

13 

22 

29 

$30,000-539,999 

11 

12 

20 

12 

14 

21 

$40,000-549,999 

1 

4 

12 

2 

5 

12 

$50,000 or more 

9 

5 

15 

13 

6 

14 

Asset Income*' 

Less than $10,000 

97 

98 

99 

97 

99 

99 

$10,000-519,999 

1 

2 

1 

4 

1 

1 

$20,000-529,999 

2 

1 

0 

0 

1 

0 

Other Income'* 

Less than $10,000 

29 

85 

98 

26 

87 

98 

510,000-519,999 

40 

9 

1 

38 

5 

1 

$20,000-529,999 

17 

5 

0 

21 

6 

0 

$30,000-539,999 

9 

1 

0 

10 

1 

0 

$40,OOCI-$49,999 

5 

1 

0 

3 

0 

0 

$50,000 or more 

1 

0 

0 

2 

1 

0 

Total Family Income 

Less than 510,000 

4 

4 

0 

4 

2 

0 

$10,000-519,999 

11 

14 

8 

7 

16 

8 

$20,000-529,999 

20 

18 

14 

12 

16 

14 

$30,000-539,999 

17 

19 

16 

16 

20 

17 

$40,000-549,999 

8 

13 

16 

7 

15 

16 

$50,000 or more 

40 

32 

46 

53 

31 

45 


Source: Employee Benefit Research Institute estimates from the 1993 panel of Survey of Income and Program Participation, Waves 6-9. 

^Asset income includes interest from savings accounts, money market funds, securities, and bonds; stock dividends received and reinvested; net 
rental income, mortgage interest, and royalties or other investment income. ‘ 

'’Other income includes Social Security, railroad retirement, unemployment compensation, siupplemental employee benefits, veterans' compensa- 
tion, workers’ compensation, employer or union temporary sickness payments, disability insurance, child support, alimony, private or public 
pension income, annuity income, and other cash income not included elsewhere. It does not include means-tested cash transfer payments. 


Previous research has been unable to determine what happens to COBRA bene- 
ficiaries after COBRA benefits end.“ Using SIPP, we can determine the health in- 
surance status of COBRA beneficiaries after they leave COBRA. According to chart 
2, 41 percent of persons ages 18-64 received coverage in their own name from their 
own employer after leaving COBRA. An additional 12 percent received employment- 
based coverage as a dependent. Ten percent purchased private coverage on their 
own. Twenty-six percent became uninsured. The same general pattern can be seen 
for workers leaving COBRA coverage, with 48 percent returning to employment- 
based coverage in their own name, 9 percent gaining coverage as a dependent, 7 
percent purchasing private coverage on their own, and 26 percent becoming unin- 
sured. 



45 


Chart 2 

Sources of Coverage After Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) Coverage 
Persons and Workers Ages 18-64 Whose COBRA Spell Ended During Survey 


Employer, Own Name 


Determinable 


Employer, Own Name 
m'o 



Uninsured 

26% 


Medicare / CHAMPUS/ 
1% Medicaid CHAMPVA^ 



Persons Ages 18-64 
2.9 Million 


Workers Ages 18-64 
1.8 Million 


Source; Employee Benefit Research Institute estimates from the 1993 panel of Survey of Income and Program Participation, Waves 6-9. 
^Civilian Health and Medical Program of the Uniformed Services/Civilian Health and Medical Program of the Veterans Administration. 


TheHealth Insurance Portability and Accountability Act of 1996 

Portability was also the goal of legislation passed in 1996. HIPAA established 
greater portability of health insurance in that it prohibits group health plans from 
imposing preexisting condition exclusion periods on individuals with a history of 
prior health insurance coverage. HIPAA did not ensure that a worker who changes 
jobs will have access to health insurance coverage on the new job, and did not en- 
sure that health insurance on a new job would be affordable. In addition, HIPAA 
did not allow individuals to maintain the same group health plan after a job change. 
When a worker changes health plans on job change, there is a chance that he or 
she may well have to change health care providers, and there is also a high chance 
that the benefits package will be different; therefore, "total" portability is not 
achieved. 

Health insurance would be totally portable if a worker did not have to change 
health plans on job change. In order to understand portability, a brief examination 
of pension plans is helpful. All pension plans are portable in that they allow "vest- 
ed" workers to keep accumulated assets on job change.^i For example, if a worker 
with a defined contribution plan changes jobs, the amount accumulated in the ac- 
count could be rolled over into a qualified individual retirement account and, in 
some cases, into the new employer’s pension plan. Keeping this definition of port- 
ability in mind, HIPAA did not make health insurance totally portable. HIPAA "im- 
proves" portability as it makes it easier to get new health insurance on job change 
for individuals with preexisting conditions. In contrast, COBRA "guarantees" port- 
ability, as it allows workers to maintain their current health insurance plan. 

Conclusion 

HIPAA included provisions that directly affected COBRA by clarifying eligibility 
criteria for newborns and adopted children and individuals with disabilities. These 
were minor changes to COBRA. More important, however, is the fact that HIPAA 
may indirectly result in more individuals electing COBRA coverage, and may result 
in individuals keeping COBRA coverage for longer periods. HIPAA allows individ- 
uals who keep their coverage in effect to avoid preexisting condition waiting periods, 
and guarantees access to health insurance coverage in the individual market after 
COBRA benefits have been exhausted. These HIPAA provisions combined with any 
attempt to expand COBRA coverage further, either through subsidies or by allowing 
workers to choose from plans with lower premiums, will likely result in increased 
employer health care costs. Survey data indicate that the primary issue concerning 
COBRA is its impact on claims experience and administrative costs for active em- 
ployees, employers, and COBRA beneficiaries. If the cost issues are not addressed 
with future COBRA expansions, employers may consider various alternatives to re- 
duce, shift, or eliminate the impact of this increased cost. 
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One alternative is for employers to continue requiring active employees to share 
in the increased costs through higher employee contributions. Since at least 1987, 
employers have been increasingly shifting the cost of health insurance coverage onto 
workers. In 1987, 44.2 percent of workers with employee-only coverage had that cov- 
erage fully financed by their employer, compared with 32.5 percent in 1996 (chart 
3). In addition, 36.7 percent of workers with family coverage had that coverage fully 
financed by their employer, compared with 25.9 percent in 1996. As the employee 
share of health insurance premiums increases, active employees increasingly pay 
part of the cost of adverse claims experience under COBRA (above the 102 percent 
of premium/cost allowed) because former employees and their families under 
COBRA are not paying the true cost of the coverage they are receiving. 


Chart 3 

Percentage of Persons with Employment-Based Health 
Insurance in Own Name Whose Employer Fully Financed 
Health Insurance, 1987-1996 

50 T ■■■ ^ 



1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 


Source: Employee Benefit Research Institute estimates from the March 1988-1997 Current 
Population Surveys. 


A second alternative is to reduce or eliminate health care benefits for active em- 
ployees and/or future retirees and their families, thereby reducing or eliminating the 
COBRA continuation coverage. This might be a particularly attractive option for 
small employers, who are already experiencing high health insurance premiums. In 
addition, small employers are not as likely as large employers to absorb cost in- 
creases. The reduction in coverage shifts a greater share of the cost to employees, 
but elimination of coverage obviously exacerbates the problem of access to health 
insurance. 

A third alternative is to reduce the size of the work force eligible for health insur- 
ance benefits. Employers could accomplish this by substituting part-time workers for 
full-time workers or by increasing the hours worked by full-time workers. One study 
found that the increased use of part-time workers as a percentage of the labor force 
accounted for 7 percent of the decline in employment-based health insurance be- 
tween 1988 and 1993.^2 Furthermore, another study found that hours of work in- 
creased for workers with health insurance by 0.06-0.10 hours per week, compared 
with workers without health insurance. The study also found that hours of work 
increased more rapidly in industries with relatively high health insurance costs. 

Finally, where possible, the employer may pass additional costs along to workers 
or consumers. Workers could be affected if wage increases are not as large as they 
would have been if COBRA costs were not an issue. Consumers would be affected 
if employers raised product prices, creating additional inflationary pressure in the 
economy. 

The survey data and the alternatives available to employers to deal with in- 
creased medical plan costs suggest that some changes to COBRA may be necessary. 
An increase in the percentage of the premiums allowed to be charged to COBRA 
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beneficiaries may be in order to accommodate the higher level of claims costs associ- 
ated with COBRA beneficiaries. The Clinton administration has recognized this idea 
in its FY 1999 budget proposal. One provision of the proposal would define another 
COBRA qualifying event as occurring for current retirees when an employer drops 
retiree health benefits. This provision would allow retirees to elect COBRA coverage, 
but employers would be allowed to charge 120 percent to 125 percent of the pre- 
mium. Any such increase should consider both the current impact COBRA claims 
are having on employers and COBRA beneficiaries' ability to continue the coverage 
if the premium becomes too high. Another alternative would be to reduce the length 
of time coverage is r^uired to be offered. A shortened rather than lengthened 
COBRA coverage continuation period could help reduce employers' administrative 
costs. While those most likely to be affected are former employees' families, the sur- 
vey data indicate that the majority of COBRA beneficiaries would not be adversely 
affected. The longer-term loss of coverage problem could be dealt with as part of the 
larger overall problem of health care access, costs, and quality. Flowever, with 
COBRA and FIIPAA generating a relatively large-scale debate over legislation that 
does very little to affect coverage levels, even larger scale reforms concerning health 
care access, costs, and quality will likely be that much more difficult to accomplish. 

Madam Chair, this concludes my statement. Thank you for the opportunity to tes- 
tify this afternoon. I would be happy to answer any questions that you or members 
of the committee might have. 
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sponsors, or other staff. The Employee Benefit Research Institute is a private, non- 
profit, nonpartisan, public policy research organization. 


Chairman J ohnson. Thank you very much. 

Mr. Klein. 

STATEMENT OF J AMES A. KLEIN, PRESIDENT, ASSOCIATION 
OF PRIVATE PENSION AND WELFARE PLANS 

Mr. Klein. Thank you, Madam Chairman. I know that both you 
and the APPWP, who I represent, have been doing double duty 
today. You have chaired this morning's Health Subcommittee meet- 
ing, at which we were privileged to testify, and we appreciate the 
opportunity to be at both Subcommittee hearings. 

Madam Chairman and Members of the Subcommittee, my name 
is J ames Klein. I am president of the Association of Private Pen- 
sion and Welfare Plans, the APPWP. Our members are principally 
large Fortune 500 companies and other organizations that provide 
benefit services to employers of all sizes. Collectively, our members 
either sponsor directly or administer health and retirement plans 
that cover more than 100 million Americans. 

I hope that you will indulge me in two respects this afternoon. 
First, as you may know, today is National Take Your Daughter to 
Work Day, and both my 7-year-old daughter and 10-year-old 
daughter are here in the audience. So while I would be delighted 
to answer any questions at the conclusion of my prepared remarks, 
please make those questions easy since I only have 1 day a year 
to try to impress my kids. [Laughter.] 

Second and more seriously, I ask the indulgence of the Sub- 
committee as I share a number of statistics about the employment- 
based health system. But these statistics support a compelling mes- 
sage. Namely, that the employer-sponsored health system provides 
vital health insurance protection to the majority of Americans, and 
employers are driving the movement toward higher quality health 
care services. 

Congress is to be commended for consistently supporting the tax 
preferences accorded employer-sponsored benefits. It is a shining 
example of enlightened tax and social policy. 

There are 160 million Americans who are covered by 
employment-based health plans, because that is the most efficient 
way for the market to provide those benefits. Clearly, the tax pref- 
erences, both the employer deductibility and the employee 
excludibility, are essential to sustain this voluntary system. 

Without employer sponsorship, millions of people, especially low- 
income workers and their families, would be uninsured. And I 
think that goes directly to the point of the very moving letter that 
you. Congresswoman Thurman, read to the previous panel. 

The office of Management and Budget estimates that in fiscal 
year 1999 the tax expenditure for employer-sponsored health bene- 
fits will be $76 billion. While that is certainly a very large number, 
it really must be looked at in the context of the estimate $303 bil- 
lion that employers will spend on their employees' health plans 
next year. 
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That means that for every dollar of tax expenditure, the Nation's 
employers will provide $3.90 of health benefits. This is a great bar- 
gain, not just for workers and their families, of course, but also for 
the Federal Treasury. What would otherwise cost the Treasury 
$303 billion if these benefits were directly publicly financed, in- 
stead costs $76 billion by providing it through employers. 

Of course, the benefits of the tax exclusion go well beyond just 
the dollars involved. The employer-based health care financing sys- 
tem also alleviates many of the problems that afflict the individual 
health insurance market, such as adverse risk selection, less than 
optimal purchasing of health care services, and high administrative 
costs which the witnesses on the earlier panel so ably discussed. 

APPWP recognizes, as do you. Madam Chairman, that for all the 
many advantages of employer-sponsored health benefits, many in- 
dividuals must obtain insurance on their own because they are not 
covered by an employer plan. You have wisely sought to address 
this problem. Madam Chairman, by introducing H.R. 3475 to ex- 
tend tax-favored treatment to individually purchased health cov- 
erage. 

APPWP has consistently supported full deductibility for health 
coverage purchased by self-employed individuals. Similarly, we be- 
lieve that H.R. 3475 deserves prompt and serious consideration. As 
the Committee considers the bill, you will want to ensure that ex- 
panding individual deductibility does not unintentionally provide 
an incentive for employers to decline sponsoring a plan. 

We applaud you for recognizing that fair and equitable tax treat- 
ment of individually purchased health benefits is also sound tax 
policy, and it can and should be developed without disrupting the 
group market. We welcome the opportunity to work with you on 
this matter. 

Allow me to conclude then by briefly but emphatically underscor- 
ing that Congress must resist proposals that add cost to the spon- 
sorship of health plans. Currently, an astounding 40 million of our 
fellow citizens are uninsured. Ill-advised policies, however well- 
intentioned, will worsen that problem. The cost of health care is 
the single greatest impediment to greater coverage. For every 1- 
percent increase in the cost of health insurance, 400,000 Americans 
lose coverage. 

For years. State legislatures have contributed to this problem by 
adopting a variety of costly benefit mandates. Regrettably, this 
trend has now found favor here in Congress. This is frankly per- 
plexing to those employers, such as every member of APPWP, who 
are committed to providing health coverage to their employees. 

j ust 4 years ago. Congress rejected the notion that all employers 
should be required to provide health coverage. Now, however, there 
is broad support for a variety of proposals to mandate that those 
employers who voluntarily offer coverage must provide certain 
types of benefits. 

Ironically, whereas Congress rejected the idea of mandated cov- 
erage advocated by the Clinton administration in 1994, it embraced 
the concept of mandated specific benefits in 1996 with the passage 
of mandates related to mental health benefits and minimum hos- 
pital length of stay following childbirth. 
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To summarize then, I must note that, by definition, a benefit 
mandate is only directly imposed on those employers who provide 
health insurance protection to their work force. Those who sponsor 
health plans are penalized for doing so when costly mandates are 
enactea. But those employers who find it difficult to provide cov- 
erage for all the reasons stated by the earlier witnesses are also 
given further economic disincentives to do so. 

On behalf of the companies that I represent, I urge Congress to 
resist the temptation to become the Nation's employee benefits 
manager and to focus instead, as you are doing, Maaam Chairman, 
on practical steps to extend coverage to the uninsured. 

Thank you for this opportunity to testify. I'd be pleased to an- 
swer any questions. 

[The prepared statement follows:] 

statement of J ames A. Klein, President, Association of Private Pension and 

Welfare Plans 

Madam Chairman and members of the Subcommittee, my name is James A. 
Klein. I am the President of the Association of Private Pension and Welfare Plans 
(APPWP— The Benefits Association), a national trade association of companies con- 
cerned about the employee benefits system. APPWP's members include Fortune 500 
companies and other organizations that provide benefit services to employees. Col- 
lectively, APPWP's members either sponsor or administer health and retirement 
plans covering more than 100 million Americans. Our members take very seriously 
their role in providing health care coverage for their employees and family mem- 
bers, and are keenly interested in the laws, including the tax provisions, that are 
the foundation of employer-sponsored health plans. I would like to use this oppor- 
tunity to provide the subcommittee with data concerning the employer-sponsored 
health benefits system, as well as our perspective on the importance of the tax pref- 
erences accorded to that system. 


Overview 

Over 60 percent of all Americans, and almost 65 percent of Americans under the 
age of 65, receive some or all of their health insurance benefits through an 
employer-sponsored plan. One hundred and sixty million Americans are covered by 
employment-based health plans because that is the most efficient way for the mar- 
ket to provide those benefits, (see Table 1) 

Table 1. Source of Health Insurance Coverage, 1996 



Total 

Nonelderly 

Elderly 


1 ndividuals 

Per- 

cent 

Individuals 

Per- 

cent 

1 ndividuals 

Per- 

cent 

Total 

265,926,692 

100% 

234,049,354 

100% 

31,877,338 

100% 

Total Private 

187,052,082 

70% 

165,828,529 

71% 

21,223,552 

67% 

Employer 

160,771,239 

60% 

149,822,955 

64% 

10,948,284 

34% 

Direct 

85,478,208 

32% 

76,913,340 

33% 

8,564,867 

27% 

1 ndirect 

75,293,031 

28% 

72,909,614 

31% 

2,383,417 

7% 

Other Private 

26,280,843 

10% 

16,005,575 

7% 

10,275,268 

32% 

Total Public 

68,133,929 

26% 

37,420,022 

16% 

30,713,907 

96% 

Medicaid 

31,441,940 

12% 

28,226,604 

12% 

3,215,336 

10% 

Uninsured 

41,715,507 

16% 

41,379,413 

18% 

336,094 

1% 


Source: Tabulations of the March 1997 supplement to the Census Bureau's Current Population Survey 
Note: The total for insurance categories may exceed 100% because individuals may have multiple sources of 
coverage. 


In 1954 common accounting practice was codified when legislation was enacted 
clearly excluding employer contributions for health benefits from employees' taxable 
income. The Office of Management and Budget estimates that the revenue loss re- 
sulting from the exclusion of employer contributions for employee health benefits 
from the employees' taxable income to be $76 billion in fiscal year 1999. While that 
is a very large number, it needs to be looked at in the context of the $303 billion 
that employers will spend on their employees' health plans in fiscal year 1999. That 
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means that next year for every $1 of tax expenditure for employer-sponsored health 
insurance, America's employers will provide $3.90 worth of health benefits to their 
employees and family members. This is quite a bargain for the nation's workers and 
their families, as well as for the federal Treasury. What would cost the Treasury— 
and the taxpayers who support it— $303 billion if these benefits were directly pub- 
licly financed, instead costs $76 billion in foregone revenue, by encouraging employ- 
ers to offer this vital protection. And the bargain enjoyed by both the government 
and plan participants has remained essentially constant even as the health care sys- 
tem and the amount spent on health care have changed over the years. 

However, the benefits of the tax exclusion accorded employer-sponsored health 
benefits go well beyond just the dollars that employers spend on their employees' 
health benefits. As described below, the employer-based health care financing sys- 
tem also alleviates many of the problems that currently afflict the individual health 
insurance markets: adverse risk selection, less than optimal purchasing of health 
care services, and high administrative costs. 

We recognize, as do you Madam Chairman, that for all the many advantages of 
the employer-sponsored health benefits system, many individuals must obtain 
health care coverage on their own. Fair and equitable tax treatment of individually- 
purchased health benefits is also sound tax policy, and can and should certainly be 
developed without disrupting the group market. APPWP has supported full deduct- 
ibility for health coverage purchased by self-employed individuals. We look forward 
to working with you and other members of the Ways and Means Committee on en- 
suring that the needs of both the individual and the group market are properly ad- 
dressed. 


Risk Pooling 

The employment-based health system allows risks to be pooled more broadly than 
an individual insurance market can sustain. An individual's choice of health insur- 
ance coverage in an individual market is determined by an assessment of their own 
risks and income. As a result, those with the greatest demand for health insurance 
are those most likely to use health care services. Premiums in the individual market 
are therefore necessarily higher to cover the costs of the greater risks. 

By contrast, employer health plans are offered to employees and their dependents 
as a portion of a compensation package. The individual's self assessment of their 
own risk, and how well a prospective employer's health plan protects them from 
that risk, is only one of a set of factors that lead them to accept or reject a job offer. 
Consequently, more good risks are part of an employer's risk group arrangement re- 
ducing the effective premium and making employment-based health insurance more 
cost effective that the alternatives. 

The exclusion of the value of employer contributions for health benefits from em- 
ployees' income for tax purposes lowers the effective costs of health insurance for 
employees and increases health insurance coverage. Tying the exclusion expressly 
to employment-based plans provides an incentive to make that health insurance 
purchase cost-effective— further increasing health insurance coverage. 

If the tax exclusion were removed, the result would be to increase dramatically 
the effective price of health insurance. The healthier individuals would be the first 
to drop their coverage, resulting in a riskier employer pool and raising the costs of 
coverage even more for those still purchasing coverage. 

Estimates of the impact vary, but they all imply an enormous loss of health insur- 
ance coverage would result from a limit on, or removal of, the tax exclusion for em- 
ployer health benefits. Researchers investigating a proposal that would cut the 
value of the exclusion by half estimated that between 8.6 and 14 million people 
would lose health insurance coverage (Gruber and Poterba, 1997). Another re- 
searcher estimated that removing the exclusion would increase the number of unin- 
sured Americans by at least 16 million. (Cutler, 1997). It is important to note that 
those most likely to lose coverage would be low income workers and their families. 

Health Care Purchasing 

F rom the beginning of World War 1 1 until the early 1980s both the number of peo- 
ple receiving employment-based health insurance coverage and the scope of that 
coverage expanded. This expansion, together with the introduction of the Medicare 
and Medicaid programs in 1965, greatly increased the number of Americans with 
health insurance. It also produced an inflationary push in the cost of health cov- 
erage that has created an evolutionary pull in both the health services market and 
the employment-based financing system. 

Health care cost inflation gradually changed the dynamics of the health care fi- 
nancing system. National health expenditures have consistently risen faster than 
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national income at least since 1960. In that year, national health expenditures ac- 
counted for about 5 percent of Gross Domestic Product (GDP). By 1996, national 
health expenditures had nearly tripled tojust under 14 percent of GDP. 

Yet the rate of growth in national health care expenditures has slowed in recent 
years. This moderation of health care cost inflation occurs after a decade of rapid 
evolution in the health care delivery system, both in terms of technological innova- 
tion, and in the organization and financing of the delivery of health care services. 

Employment-based plans have provided much of the impetus for the evolution of 
the health care system. Employers offer health benefits to attract and retain their 
desired workforce. Employers gain a competitive advantage if they can offer their 
employees a higher quality health plan at a lower cost than their competitors. As 
a result, employers have a strong incentive to seek out and purchase cost-effective 
care. Moreover, because their goal is to attract and retain workers, employers have 
an incentive to tailor their plans to fit the needs of their employees. 

Employer attempts to manage health care cost inflation have focused on two 
issues: reducing the amount of waste in the health care delivery system and apply- 
ing cost-benefit criteria to the introduction of new technology. Measuring the 
amount of waste in the system, or the benefits of any health care procedure, re- 
quires an ability to measure the effect of health care on a patient, or a population. 

The need to evaluate health plans and health care providers for selective contract- 
ing, and to evaluate care as it is being provided, has led to the development of a 
health information industry. This industry supplies providers, insurers, employers, 
and consumers with information on the quality, appropriateness, and cost effective- 
ness of the care they are producing or consuming Employers, specifically, estab- 
lished the Health Plan Data Information Set (HEDIS) to meet their needs for valid 
measurements of such criteria as quality and cost effectiveness: and this has cer- 
tainly led to the growth of this health information industry. Quality assessment 
methods continually are being developed and implemented for measuring health 
service outcomes and patient satisfaction, and evaluating competing physicians, hos- 
pitals, and health plans. This industry is still very much in its infancy with much 
work yet to be done before the health care market is optimally efficient; but it is 
unlikely to have existed at all without the demand for it from employers. 

Administrative Costs 

One of the advantages of an employer-based health plan is the ability to spread 
the administrative costs over the entire insured group, which leads to significant 
savings for individuals within the group. These costs include marketing, enrollment, 
and claims processing. It has been estimated that the cost of an individual health 
policy is 30 percent higher than a similar group health policy due to administrative 
costs alone. (Thorpe, 1992, Congressional Research Service, 1988). 

Economists have long recognized that the cost of information is one of the barriers 
to an efficient health care delivery system. Employers significantly reduce the costs 
that individuals on their own would incur in gathering information about health 
plans and providers. Moreover, employers can spread those costs over their entire 
workforce. While an individual will often find it difficult to allocate enough time to 
gather the data needed to make informed choices, employers, especially large com- 
panies, typically employ benefits professionals who are experts in health care and 
health insurance and in communicating this information to company employees. 
Employers are also able to supplement their own services in these areas with those 
of professional benefit consulting firms with highly sophisticated knowledge of 
health plan operations. 

Challenges Facing Employment-Based Health Insurance 


Costs 

As health care costs increased and became a larger component of total compensa- 
tion, the focus of employment-based plans moved from expanding coverage to con- 
taining costs. Moreover, the increase in health costs began to reduce the number 
of employers, especially smaller employers, who could afford to offer coverage and 
reduce the number of workers who elected to participate in their employer's health 
benefits plans. 

The number of Americans without health insurance increased slowly throughout 
the 1980s and then grew sharply during the economic downturn at the beginning 
of the 1990's. Since 1993 the percentage of Americans who are uninsured has re- 
mained fairly constant despite strong economic growth. The latest data available in- 
dicates that 18 percent of Americans (over 41 million) under the age of 65 are with- 
out health insurance. (See Chart 1) 
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Chart 1 

Americans without Health Insurance 



The reason for the increase in the number of Americans without heaith insurance 
is primariiy the increase of heaith care costs reiative to famiiy income. As these 
costs increase, famiiies decrease their purchase of heaith care services and espe- 
daiiy heaith insurance. Insurance is a hedge against the iikeiihood that an individ- 
uai or a famiiy wiii need heaith care services. Those who are most iikeiy to reduce 
their purchase of heaith insurance are those whose famiiy income or perceived risk 
of needing heaith care services are low. 

Of course, one of the most disturbing results of this reality, is that lower income 
families who feel economically compelled to decline coverage, are precisely the fami- 
lies who have fewer financial resources to draw upon when they become ill and lack 
either sufficient, or possibly any, insurance to cover their health care costs. While 
the lack of coverage for these individuals is at best a daunting prospect, and at 
worst a potential personal financial catastrophe, the rest of us ether as taxpayers 
or as health care consumers fortunate enough to have health care coverage are also 
directly affected negatively. When people who are uninsured receive health services, 
the costs are borne by various taxpayer-financed public programs or by health care 
providers who, where possible, pass those costs on to employers and other health 
care consumers with the resources to pay for services. This, of course, makes the 
cost of health insurance more expensive for those who have it. 

In pure economic terms, to say nothing of the human dimension, it would be far 
preferable for the government to bear the cost of the tax expenditure for employer- 
sponsored or individual health coverage for those who currently lack coverage, than 
to pay directly for so-called uncompensated care through public programs. To the 
extent that the health care costs of the uninsured fall to individuals who must pur- 
chase health insurance, or pay directly for health services in a non-tax favored man- 
ner, they are bearing an added cost. Even for employers who may deduct whatever 
added cost they bear for paying for health services for the uninsured; the added cost 
imposed on them still makes health care more expensive for these employers and 
their employees. 

Mandates 

This discussion of the uninsured is relevant to this subcommittee's oversight be- 
cause the tendency of state governments, and in recent years the federal govern- 
ment, to mandate certain benefits has increased the cost of coverage which has led 
to more uninsured Americans. 

In an effort to extend either the scope of coverage or the number of individuals 
with health insurance coverage, policy makers have imposed a number of mandates 
on employment-based health insurance. The power to limit or deny the tax-favored 
treatment of employer-sponsored benefits has proven to be an effective mechanism 
to enforce some of these mandates. However effective these mandates may be in 
achieving their intended purposes, they typically have had the unintended con- 
sequence of increasing the costs of health plans and thus reducing health insurance 
coverage. 

Mandates at the state level— applied primarily to fully insured health plans— 
have existed for some time. But more recently they have found favor here in Con- 
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gress, as well, through the enactment of specific benefit mandates. This apparent 
willingness by Congress to mandate benefits Is frankly perplexing to those employ- 
ers— such as every member of the APPWP— who are committed to providing health 
coverage to their employees. J ust four years ago during the debate over comprehen- 
sive health care reform, Congress completely r^ected the notion that all employers 
should be r^uired to provide health coverage to all full-time employees. Now, how- 
ever, there is broad support among many in Congress for legislation to mandate 
that those employers who voluntarily offer health coverage to their employees must 
provide certain types of benefits. Whereas Congress r^ected the idea of mandated 
coverage advocated by the Clinton Administration in 1994, it embraced the concept 
of mandated specific benefits in 1996 with passage of mandates related to mental 
health benefits and minimum hospital lengths of stay following childbirth. By defini- 
tion, a benefit mandate is only imposed on those employers who provide health in- 
surance coverage to their workforce; so those who sponsor coverage are penalized 
for doing so, and those who do not provide coverage are given further economic dis- 
incentives to begin doing so. 

Perhaps the foremost example of how mandates impose additional costs on em- 
ployers and thereby cause plan participants to lose health coverage, is the one man- 
date that at the time of enactment was purported to be paid for by participants and 
which was intended specifically to prevent people from losing coverage. The health 
care continuation provisions of the Consolidated Budget Reconciliation Act of 1985 
(COBRA) r^uire employers to allow employees and their dependents who would 
lose health insurance coverage due to job loss or change in marital status to remain 
in their group health insurance plan for a specified number of months. Employers 
are allowed to charge a premium of not more than 102 percent of the actual pre- 
mium charged to active employees. However, the actual costs of providing coverage 
to individuals who elect COBRA is approximately 50 percent higher than the aver- 
age cost of providing coverage to active employees. (Spencer's Employee Benefits 
Survey, September 1997). The difference between the premium charged and actual 
costs are borne by the employer and all employees in the plan. The relationship be- 
tween higher costs and more uninsured is not theoretical. Researchers have found 
that while the number of workers offered health insurance by their employers has 
increased slightly over the last decade, the number of workers who turn-down that 
coverage has more than doubled over the same period. In 1996, six million workers 
declined health insurance from their employer, largely because of costs (Cooper and 
Schone, 1997). Another study determined that a one percent increase in the cost of 
health insurance results 400,000 Americans losing health insurance coverage 
(Lewin, 1997). 


Summary 

The employment-based health insurance system is the foundation of the health 
care delivery system. It allows most Americans an opportunity to attain high quality 
cost-effective health insurance that they otherwise could not purchase. Employers, 
responding to changing economic conditions, have spurred a rapid evolution in the 
health care delivery system. Yet this system faces important challenges. Long- 
established tax policy has made it possible for employers to be able to afford to spon- 
sor health benefit plans, and has made it economically beneficial for workers, espe- 
cially low income workers and those who might otherwise risk being unprotected, 
to accept such coverage. The result has been a system that covers more than 160 
million Americans. 

Despite the enormous success, adverse public policy initiatives have added to 
costs, reduced the number of employers, especially small employers, that offer 
health insurance as an employee benefit and increased the number of Americans 
who feel compelled to decline coverage even when it is available through the work- 
place. These policies must be resisted by Congress to ensure the continuation of em- 
ployer involvement in the health care system, with all of the benefits that that in- 
volvement means for both expanded coverage and for health care system innovation 
and quality improvement. 

Thank you. Madam Chairman and members of the subcommittee. I would be 
pleased to answer any questions. 
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Chairman J ohnson. Thank you very much. 

Mr. Nelson, welcome. 

STATEMENT OF WAYNE NELSON, PRESIDENT, 
COMMUNICATING FOR AGRICULTURE 

Mr. Nelson. Thank you. Chairman J ohnson and Members of the 
Subcommittee, thank you for the opportunity to testify on behalf of 
our members on issues related to tax policy and health insurance. 
My name is Wayne Nelson. I am president of Communicating for 
Agriculture, a national association of farmers, ranchers, and rural 
small business members in all 50 States. 

our national headquarters are in Minnesota, where CA was 
founded 26 years ago. CA works on a variety of issues including 
health and tax policy and how it affects rural Americans. We have 
concentrated on ways to reduce costs and improve access to health 
coverage for our members. 

We want to thank you for holding this hearing and for recogniz- 
ing the current inequities in the tax law regarding the deductibility 
of health insurance premiums. We believe this is an opportune 
time for Congress to fix a longstanding injustice in tax policy that 
has discriminated against the self-employed and people who pay 
their own health insurance. 

It is also an opportune time to extend and improve medical sav- 
ings accounts. This health insurance concept holds much promise 
for providing another option for millions of people to help control 
their health costs while providing more choice at the same time. 

Our members are predominantly self-employed, so they typically 
pay for all of their health insurance. This puts them at a disadvan- 
tage to employees who get their health insurance paid through 
their employers and trying to hold down the cost of health care 
and, in many cases, even having health insurance at all. 

CA and many other organizations representing small business 
and agriculture have long fought to get the tax deduction for health 
insurance premiums raised to 100 percent. We recognize that a de- 
duction for the self-employed is slowly increasing to reach 100 per- 
cent by the year 2007. But that's a long time to wait, especially 
when corporations can already deduct 100 percent of premiums. 
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In 1998, the self-employed will be able to use less than half, 45 
percent of the allowable percentage of deductions allotted to cor- 
porations. The extra costs related to the lower deduction is very 
significant to many individuals and families who may pay hun- 
dreds or even thousands of dollars more in health costs than cor- 
porate employees. 

There is no justifiable reason why the self-employed and others 
who pay for their own health insurance should only be allowed a 
partial deduction for health insurance premiums while large cor- 
porations can deduct the full amount. 

Virtually everyone who has looked at the issue of the uninsured 
attribute the main reason to high cost. Too many individuals and 
small businesses simply cannot afford the cost of coverage. Studies 
have shown the lack of a full tax deduction and rising costs of cov- 
erage contribute to a higher rate of uninsured. 

Numbers from the U.S. Census Bureau in 1996 reveal that over 
60 percent of Americans covered have employment-based coverage. 
Less than 10 percent of people covered purchase their coverage in- 
dividually. The reality is that far too often, individuals cannot af- 
ford individual coverage and opt to go uninsured. 

There are also indications more small businesses facing higher 
costs for small group health insurance following various State and 
Federal regulatory insurance changes in recent years are increas- 
ing opting not to offer insurance to their employees. Rather than 
contending with the redtape, uncontrollable costs, and headaches of 
insurance programs, some small employers are simply offering 
their employees an additional monthly wage and are leaving the 
employees to buy their own insurance. 

Additionally, corporate downsizing has increasingly led to indi- 
viduals starting their own businesses, leaving them to face the 
challenges of obtaining affordable health insurance by themselves. 

Congress has an excellent opportunity to accelerate the health 
insurance deduction for self-employed to 100 percent this year and 
correct inequities favoring corporations. Chairman Archer has indi- 
cated that legislation might be forthcoming accelerating the deduc- 
tion, as well as expanding MSAs and possible other incentives for 
individuals in small businesses concerning health tax policy. 

Representative J ohnson has introduced H.R. 3475 which would 
offer the present tax deduction to all individuals who pay their own 
health insurance costs. It would also help the growing number of 
employees purchasing their own coverage due to the aforemen- 
tioned corporate downsizing or employers opting to drop previously 
offered health care plans. 

We support that effort. However, we also believe it is important 
that Congress move to accelerate the deduction allowed to 100 per- 
cent for everyone who pays their own health premiums. 

The Senate is also looking at helping the self-employed and indi- 
viduals gain health insurance tax equity with corporations. A bill 
has been introduced that would allow the first $2,000 of health pre- 
miums for a taxpayer, spouse, and dependent to be fully deductible. 
It would allow self-employed individuals to choose to use the cur- 
rent deduction or deduct the first $2,000 they spend in insurance 
premiums, whichever is more advantageous to the taxpayer. 
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Unfortunately, the bill does nothing to accelerate the slow phase- 
in to 100 percent. 

The uninsured problem has always been more severe for people 
who work for small businesses or are self-employed. Congress must 
find ways to address their needs. CA believes that the ability of the 
self-employed and employees to help control their own health care 
costs makes the case for permanent MSA legislation. 

The current MSA law was enacted as a 4-year pilot program. 
We'd like to see the caps removed on the number of MSAs that can 
be sold. We'd like to allow MSA deductible amounts to be adjusted 
to better fit the needs of policyholders, and we'd like to have both 
employers and employees contribute to an MSA. 

If the Federal Government is serious about lowering the number 
of uninsured in the country, estimated to be over 40 million, then 
CA urges you to support the suggestions we have made in this tes- 
timony on accelerating the health insurance tax deduction for the 
self-employed and individuals and improving MSAs. 

Thank you very much for the opportunity to address these impor- 
tant tax and health issues. 

[The prepared statement follows:] 

statement of Wayne Nelson, President, Communicating for Agriculture 

Chairwoman J ohnson and members of the Subcommittee, thank you for the op- 
portunity to testify on behaif of our members on issues reiated to tax policy and 
health insurance. 

My name is Wayne Nelson. I am President of Communicating for Agriculture 
(CA), a national association of farmers, ranchers and rural small business members 
in all 50 states. Our national headquarters is in Minnesota, where CA was founded 
26 years ago. CA works on a variety of issues including health and tax policy and 
how it effects rural Americans. We have concentrated on ways to reduce costs and 
improve access to health coverage for our members. 

We want to thank you for holding this hearing and for recognizing the current 
inequities in the tax law regarding the deductibility of health insurance premiums. 
We believe this is an opportune time for Congress to fix a long standing injustice 
in tax policy that has discriminated against the self-employed and people who pay 
their own health insurance. It is also an opportune time to extend and improve 
Medical Savings Accounts. This health insurance concept holds much promise for 
providing another option for millions of people to help control their health costs 
while providing more choice at the same time. 

Medical Savings Accounts are an innovative way for individuals to control their 
own health care costs. Medical Savings Accounts, enacted under recent legislation, 
offer an option to people who pay for their own health insurance to lower their costs 
by purchasing a less expensive, higher deductible, health policy and depositing the 
premium savings into an account to pay for routine and preventive medical care. 
The deposits would be tax deductible. 

Our members are predominantly self-employed so they typically pay for all of 
their health insurance. This puts them at a disadvantage to employees, who get 
their health insurance paid through their employers, in trying to hold down the cost 
of health care and in many cases even having health insurance at all. CA and many 
other organizations representing small business and agriculture have long fought to 
get the tax deduction for health insurance premiums raised to 100 percent. We rec- 
ognize that a deduction for the self-employed is slowly increasing to reach 100 per- 
cent by the year 2007, but that is a long time to wait— especially when corporations 
can already deduct 100 percent of premiums. In 1998, the self-employed will be able 
to use less than half (45%) of the allowable percentage of deductions allotted cor- 
porations. 

The extra cost related to the lower deduction is very significant for many individ- 
uals and families who may pay hundreds or even thousands of dollars more in 
health costs than corporate employees. There is no justifiable reason why the self- 
employed and others who pay for their own health insurance should only be allowed 
a partial deduction for health insurance premiums while large corporations can de- 
duct thefull amount of insurance costs. 
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Virtually everyone who has looked at the issue of the uninsured attribute the 
main reason to high cost. Too many individuals and small businesses simply cannot 
afford the cost of coverage. Studies have shown the lack of a full tax deduction and 
rising cost of coverage contribute to a higher rate of uninsured. Numbers pulled 
from the U.S. Census Bureau in 1996 reveal that over 60 percent of Americans cov- 
ered have employment-based coverage. Less than 10 percent of people covered pur- 
chased their coverage individually. The reality is that far too often individuals can- 
not afford individual coverage and opt to go uninsured. 

There are also indications more small businesses facing higher costs for small 
group health insurance, following various state and federal regulatory insurance 
changes in recent years, are increasingly opting not to offer insurance to their em- 
ployees. Rather than contending with the red tape, uncontrollable costs and head- 
aches of insurance programs, some small employers are simply offering their em- 
ployees an additional monthly wage and are leaving the employees to buy their own 
insurance. Additionally, corporate downsizing has increasingly led to individuals 
starting their own businesses— leaving them to face the challenges of obtaining af- 
fordable health insurance. 

Congress has an excellent opportunity to accelerate the health insurance deduc- 
tion for self-employed to 100 percent this year, and correct inequities favoring cor- 
porations. Chairman Archer has indicated that legislation might be forthcoming ac- 
celerating the deduction as well as expanding MSAs and possible other incentives 
for individuals and small business concerning health tax policy. Representative 
J ohnson has introduced HR 3475, which would offer the present tax deduction to 
all individuals who pay their own health insurance costs. It would also help the 
growing number of employees purchasing their own coverage due to the aforemen- 
tioned corporate downsizing and/or employers opting to drop previously offered 
health care plans. We support that effort. However, we also believe it is very impor- 
tant that Congress move to accelerate the deduction allowed to 100 percent for ev- 
eryone who pays their own health premiums. 

The Senate is also looking at helping the self-employed and individuals gain 
health insurance tax equity with corporations. A bill has been introduced that would 
allow the first $2000 of health premiums for a taxpayer, spouse and dependent to 
by fully deductible. It would allow self-employed individuals to choose to use the 
current deduction or deduct the first $2000 they spend in insurance premiums— 
whichever is more advantageous to the taxpayer. Unfortunately, the bill does noth- 
ing to accelerate the slow phase in to 100 percent tax deductibility for the self- 
employed. 

The uninsured problem has always been more severe for people who work for 
small businesses or are self-employed. Congress must find ways to address their 
needs. CA believes that the ability of the self-employed and employees to help con- 
trol their own health care costs makes the case for permanent MSA legislation. The 
current MSA law was enacted as a three year pilot program. Remove the caps on 
the number of MSAs that can be sold. Allow MSA deductible amounts to be adjusted 
to better fit the needs of policy holders. Let both employers and employees contrib- 
ute to an MSA. Let anyone, who wants to, purchase this type of coverage. 

If the federal government is serious about lowering the number of uninsured in 
the country, estimated to be over 40 million, then CA urges you to support the sug- 
gestions I have made in this testimony on accelerating the health insurance tax de- 
duction for the self-employed and individuals, and improving MSAs. Thank you for 
the opportunity to address these important tax and health issues. 


Chairman Johnson. Thank you very much for your testimony, 
and thank you, Mr. Nelson, for some of your suggestions as to 
other ways we could reach out into this market, particularly to 
help small employers provide affordable policies to their employees. 

I was interest^, Mr. Klein, in your testimony where you men- 
tioned that for $76 billion in foregone revenues, that is, in tax ex- 
penditures, the private sector is spending $303 billion and for that 
IS covering 160 million. 

Bill Gradison, in a part of his testimony that he didn't actually 
read, mentioned that Medicare spends four times as much to cover 
two-thirds fewer people than the private sector. Now elderly people 
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often have more costs, but I think it's very, very significant that 
Medicare is so much more costly for a smaller number of people 
and it bespeaks the tremendous problems that we do have in that 
system. 

Mr. Klein. By the way. Madam Chairman, if I could just clarify. 
The number, the $76 billion and the $303 billion— your point is ab- 
solutely correct, but it does include both private and public employ- 
ers, in other words, the Federal Government employees. State and 
local government employees, and so forth. Not public programs. 

Chairman J ohnson. The employee sector, yes. But I was very in- 
terested that a couple of you pointed to the movement in the small 
business sector to simply give employees more money rather than 
a group plan. Those are not the same things. I mean, if you give 
them more money, it doesn't necessarily let them buy into a group 
plan. 

I'd like to hear your thoughts— all three of you, perhaps— on 
what kind of incentive effect we might get from making sure that 
all employers, subchapter S and all the little guys, had the 100- 
percent deductibility right away to encourage them to provide bene- 
fits to their employees as well as to themselves. 

Would that be a very powerful incentive, in your experience in 
watching these issues out there, Mr. Nelson, in your community? 
Would that ability to completely deduct your premiums be an in- 
centive for the very small business men to offer coverage to his two 
or three employees? 

Mr. Nelson. We certainly think it would. And it would be one 
that would help stem this tide of small employers not offering the 
insurance. And if they had 100-percent deductibility sooner than 
the year 2007, it would certainly seem that they would be more 
willing to continue to offer the plan as a small employer. I know 
I would on my farm with my employees. The 100-percent deduction 
would certainly help to continue offering insurance to those people. 

Mr. Klein. I would concur. It certainly would help. It's always 
hard to point to exactly what the results would be. Certainly there 
would still remain, it would seem, advantages of the employer sys- 
tem because of the active role that employers play in selecting 
health plans, pushing amongst health care providers for quality 
care, and just the benefits, of course, of group purchasing. 

And I think some of the earlier comments that you heard about, 
the irony that a self-employed individual could deduct the expense 
for his or her employees, but not for him or herself currently, is a 
tremendous disincentive for that person. 

Chairman J ohnson. That is ironic, but most States have now— 
I mean, in our State, the biggest business organization has a group 
plan that very small employers can join. I think States have moved 
a long way, either through the Farm Bureau or some other group, 
to provide access to larger group plans for very small employers. 

Presumably, they would have access to more affordable plans 
than their individual employees would have in the individual mar- 
ket. I was wondering, as we've made other changes, for instance 
when these larger group plans came on the market and made 
themselves available to smaller employers, did we see significant 
growth in small employer participation in the health benefit pro- 
grams. 
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Mr. Fronstin. I think we have. I don't know that we could quan- 
tify it. Getting to your first question in terms of the incentive from 
the tax preference at 100 percent, I think there would be an incen- 
tive. I don't know if I would label it as a strong incentive, because 
there are other factors to consider if a small employer is going to 
offer health insurance, such as discrimination provisions. 

We've looked at, from Census data, the cost -sharing arrange- 
ments across the spectrum of firm sizes and we see that for— and 
this is at the worker level, not the employer level— we see that for 
workers in small firms who have health insurance, their employer 
is more likely to fully finance the insurance than a worker who 
works for a large employer. 

And one reason is the discrimination provisions which I believe 
say that the owner of a small business cannot benefit more from 
that plan than the employees. 

Chairman J ohnson. That's true in pension law. Is that true in 
health benefit law? 

Mr. Fronstin. I have been told it is by a small business owner. 

Chairman J ohnson. I have never heard of that, and I honestly 
don't believe that is true. 

Mr. Fronstin. OK. Well, I could certainly check into it. 

Chairman J ohnson. We need to know more about what is driv- 
ing that. 

Mr. Fronstin. OK. Another reason that's driving it is that large 
employers are more likely to offer choice. With choice comes a con- 
tribution from the employee. So that automatically builds in this 
difference. 

Chairman J ohnson. But others have told me that actually in a 
very small business market, premiums are likely to be shar^ SO- 
SO, employer-employee. In fact, thej oint Tax Committee estimator 
believes that there is a very large small business market in which 
the small business owner offers the plan, but provides no portion 
of the premium at all. Flave you ever seen that? 

Mr. Fronstin. We haven't looked at that by firm size, but get- 
ting to the question that came up in the earlier panel, we have 
looked at, from the employee side, what percentage report that 
their employer does not contribute anything. And it's small. I don't 
have that data with me, but I remember it being 

Chairman Johnson. If you could share with us whatever data 
you have on that subject of how many employers there are out 
there offering plans but not participating in on the costs, that 
would be very helpful. 

Mr. Fronstin. I will. 

[The following was subsequently received:] 

This is a very important question, one that I (or anyone eise) do not have a good 
answer for. The oniy nationaiiy representative survey of empioyers was recentiy re- 
ieased by the Center for Disease Controi, Nationai Center for Heaith Statistics. 
They did not report data on empioyers paying for heaith insurance. Papers from the 
1993 RWJ -Rand Empioyer Heaith I nsurance Survey aiso did not inciude this infor- 
mation. I can teii you that data from the March 1995 CPS indicates that oniy 6.3 
percent of persons ages 18-64 with empioyment-based heaith insurance in their own 
name paid the fuii cost of their heaith insurance. Hence, very few workers do not 
have help. But I would argue that no employers (except maybe those with minimum 
wage workers that offer health insurance) really pay any of the cost. 
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Chairman J ohnson. And if you have the abiiity to iook at that 
by size, that wouid be very heipfui. 

Mr. Fronstin. i do. i know it's in the range of 4 to 8 percent, 
and if my 5-minute memory serves me right, it reaiiy hasn't 
changed over time, whereas the percentage not paying the fuii cost 
has significantiy eroded. 

Mr. Klein. Couid i ampiify on your comment about the pension 
and heaith distinction? i think you are absoiuteiy right. Of course, 
in the pension arena, which is the other haif of what our organiza- 
tion does, the nondiscrimination ruies are a tremendous impedi- 
ment to providing coverage. And i know Mr. Portman is working 
on i^isiation in that regard and has been, as have you. Madam 
Chairman, been very attentive to the need to correct those. 

i think you are quite right though on the heaith side. There is 
a provision of the Tax Code, if i am not mistaken i think it's sec- 
tion 105(h) of the internai Revenue Code that speaks, i beiieve, in 
some generai terms that heaith benefits are not to be provided in 
a discriminatory fashion. But it has never reaiiy been an issue. 

i don't reaiiy beiieve Treasury has ever even issued any reguia- 
tions because that just isn't the way heaith benefits are provided, 
in the seif-empioy^ context, in fact, it is just the opposite. Seif- 
empioyed individuais' empioyees often get the coverage when the 
entrepreneur doesn't, and in the more generai corporate worid, ev- 
erybody from the chief executive officer to the person in the maii- 
room is covered by the same heaith pian. 

Mr. Nelson. One additionai comment, if the 100-percent deduct- 
ibiiity didn't heip everyone to keep their insurance or others to get 
it, your biii at ieast wouid address the peopie that didn't have that, 
if this empioyer wouid say, OK, i 'm going to give you another $500 
a month and you do your own benefits, at ieast then they couid de- 
duct their own premiums that they bought. 

Chairman j OHNSON. it wouid be preferabie if the empioyer wouid 
join a pian so that there wouid be group rates. 

Mr. Nelson. Right. 

Chairman j ohnson. And then if we give deduct! biiity, that in- 
creases affordabiiity to the more affordabie pians in the market to 
better baiance of coverage and affordabiiity. That's a very interest- 
ing point to me that you do see that movement in the market to- 
ward cash and away from benefits. 

i think that's one of the reasons why it's important to begin mov- 
ing forward and expanding in a more equitabie fashion, access to 
at ieast the tax deduct! biiity, recognizing that some of the ideas for 
tax credits in certain sectors and expansion of MSA empioyer and 
empioyee contributions wouid aiso be very vaiuabie in expanding 
access and affordabiiity. 

Mr. Fronstin. Can ! add one more point to this? ! aiso think 
that smai! empioyers are more iikeiy to fuiiy finance it because of 
minimum participation r^uirements that the insurer may piace on 
the empioyer. Because if you're insuring a smai! empioyer, you 
don't want just one person to accept coverage. You want everyone 
to accept coverage to minimize the risks of adverse seiection. 
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So in order to increase participation, you really have to look 
at 

Chairman J ohnson. That is true, and that could be where that 
came from. That is a problem, and that may be something that we 
do want to think about this time around. 

Mr. Coyne. 

Mr. Coyne. Thank you. Madam Chairman. Mr. Fronstin, I know 
you have done a great deal of research on issues that affect the un- 
insured, and I'd just like to ask you a couple questions not about 
your testimony here relative to COBRA. 

In 1997, in a report on the uninsured, you concluded that the 
self-employed are not likely to purchase health insurance in large 
numbers, even when it is fully deductible. And I just wonder if you 
have any sense of why that is. 

Mr. Fronstin. Well, again, I think there are other factors going 
on besides the deductibility that I mentioned. You have the re- 
quirement that an insurer may require you to have minimum par- 
ticipation levels. That's going to cost you more than just buying it 
for yourself and making it available for your workers. 

Mr. Coyne. Your report also mentioned that the number of unin- 
sured children increased between 1995 and 1996, and you attrib- 
uted the increase to a drop in children receiving Medicaid. Do you 
think that was because fewer children were eligible or were there 
some other reasons? 

Mr. Fronstin. I am not 100-percent sure of the reasons. I believe 
that is one reason. We really haven't looked at it in great detail to 
try and figure out exactly what is going on there. But overall, fewer 
families are eligible for Medicaid, so that is certainly— you know, 
we have seen that. 

But I think we also found that the effect was largest among chil- 
dren that were under the poverty level and under age 6, which 
would mean that they were eligible for Medicaid anyway. So there 
is something going on there and we don't really have our hands on 
it yet. 

Mr. Coyne. And you intend to look at it further? 

Mr. Fronstin. I 'd be glad to look at it. 

Mr. Coyne. Thank you. 

Chairman j ohnson. Excuse me. 

Mr. Portman. 

Mr. Portman. Thank you. Madam Chair. First of all, I want to 
thank Mr. Klein and also Lynn Dudley in your office for working 
with us on pension simplification. I think there is some overlap 
here in terms of the issues we are discussing, and I hope we can 
get something introduced in the next couple of weeks on that to 
further provide access to retirement savings. 

On health care though, in your testimony, you talk about— and 
Mrs. j ohnson raised it earlier— tax expenditures versus govern- 
ment expenditures through public programs. And I think what you 
are saying, if I read it right, is that in just pure economic terms 
that tax expenditures are a much more efficient way to pay for so- 
called uncompensated care. 

The numbers that Mrs. j ohnson talked about and then the indi- 
vidualized numbers, for every dollar of tax expenditure you get 
about three dollars and ninety cents' worth of health benefits. I 
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guess one wouldn't want to make a direct comparison there be- 
cause some of those folks are going to go out and purchase health 
care even without the subsidy, correct? 

Mr. Klein. Yes, some would do so. 

Mr. PoRTMAN. Do you have any sense of what that would be? I 
mean, to compare the tax expenditure versus what would otherwise 
be a public expenditure. I know that is difficult to because of the 
way our health care market works, but do you have any sense of 
that? Would it be $3 or $2? 

Mr. Klein. I think it would be very hard to quantify that, since 
I think the point here was that if this were a burden that would 
have to be absorbed by government it would be all shelled out by 
the taxpayers through the Federal coffers. But here, by encourag- 
ing a voluntary system, it can be done much more cheaply. 

Mr. PoRTMAN. I think it's a good point. I was just trying to get 
a better sense of what the numbers are. I think at some point there 
is a public policy option which says tax expenditures are more ex- 
pensive than the public program. And I don't know how far you go. 

I mean, you could have a tax credit, I suppose. That would be 
the richer credit we could provide, or richer benefit we could pro- 
vide in tax terms. And you could even provide additional incentives 
to employers. How far you go is, I guess, the question I would have. 

Mr. Klein. Well, I guess another way of looking at it is that this 
tax preference is such a crucial part of employer sponsorship of 
plans, for all the reasons that were demonstrate by witnesses on 
both panels. While it's true that there would be some people who 
would go out in the individual market, with or without tax incen- 
tives, and buy it, because of the disadvantages of the individual 
market that we discussed, it would be much more expensive. So 
that would sort of mitigate the other way in terms of this being 
less of a bargain. 

Mr. PoRTMAN. Or the advantages of the pool and the benefits you 
get from a larger group. 

The other issues I have really relate to some of the questions 
that were raised in the last panel, and that has to do with the dif- 
ferences between Mrs. J ohnson's bill and maybe some other propos- 
als out there and how they would relate to one another. 

One is long-term care. I don't know if you gentlemen have any 
thoughts on that. But as I look at the Senate proposal, for instance, 

I don't see a deduction for long-term care. Is that a critical element 
of this? Let me ask you this way, is it more important to provide 
long-term care coverage, given that we have limited resources here; 
or to provide, let's say, for the 6 million people that Mr. Gradison 
talked about who are working but who are not taking advantage 
of the ability to achieve health care through their employer, and to 
provide for them a deduction even though they are working? Do 
you see what I am saying? How would you prioritize these? 

Mr. Klein. I'll leave that to the infinite wisdom of the elected 
Members of Congress to decide. Fortunately, we are operating more 
in an era of surpluses than deficits. 

Mr. PoRTMAN. But even in an era of surpluses, what would be 
the priorities for you all? 

Mr. Klein. I think that more employers would like to be able to 
offer long-term care, and more individuals want to buy it, apropos 
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of the so-called sandwich generation I mentioned before. My chil- 
dren are here today; and my parents are also in the audience, be- 
cause they happened to be in town as well; and I think that long- 
term care insurance is something that is very much on the minds 
of everybody, and it's going to be more so as my generation, the 
baby-boomer generation, retires. 

I think that with all of this, you've got to balance how much 
money is available. But I think you also have to come to the conclu- 
sion, as a matter of policy, that this is a tax expenditure that is 
worth it, both to extend vital basic coverage to individuals who are 
uncovered, as well as long-term care, which is clearly going to be 
a form of coverage which is going to only grow in importance. 

Mr. PoRTMAN. Any thoughts on that? 

Mr. Fronstin. Yes, I would add that in terms of setting priorities 
I think, if you have to set priorities, you need to look at what the 
impact is going to be. Certainly people are more focused on health 
insurance and going to the doctor today and getting into an acci- 
dent tomorrow than they are about long-term care, which may be 
30 or 40 years away for some people. And at the same time, they 
may be thinking that it is something they hope to never use even 
if they eventually buy it. 

But certainly, giving it the tax preference would raise awareness 
and increase education, which is what I think we need with long- 
term care insurance. 

Mr. PoRTMAN. And given the Federal role in all this, there is also 
perhaps an interest from our point of view as policymakers trying 
to determine all these priorities, that might be something that is 
a little more urgent than it would be for someone in his or her thir- 
ties thinking about long-term care. 

Mr. Fronstin. Absolutely. 

Mr. PoRTMAN. Because of the demographic shift and the prob- 
lems we've got with Medicare and so on. Mr. Nelson, any thoughts 
on that? Most of your folks probably are in the self-employed cat- 
egory, and would like to see the 100-percent deduction imme- 
diately. 

Mr. Nelson. Right. That would be our priority. 

Mr. PoRTMAN. Is long-term care a big priority? 

Mr. Nelson. I'd point out that I can't quantify as to how large 
a priority, but it's certainly on our list and we've certainly dis- 
cussed it. The important thing, I think, to look at is how much 
cheaper it is to purchase long-term care as you are younger, of 
course. 

And so in the incentives, there is a balance there somewhere, 
where you get a deduction where you would have people buying 
long-term care younger and then probably spending the same 
money or less money than they would if they waited until they 
were 60 years old and a very high premium. 

Mr. PoRTMAN. So it coulcf be a public policy goal to provide some 
encouragement early on to do that. 

Mr. Nelson. Right. 

Mr. PoRTMAN. Well, thank you very much. There are lots of other 
questions, but again, I really appreciate the input. I think it's very 
timely. I think Congress may be poised to do something in the tax 
area with regard to accessibility. 
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Mr. Klein. And Mr. Portman and Madam Chairman, if you couid 
just induige for one moment. Thank you for the kind words on 
APPWP's efforts on the pension matter, i have found over the 
years that there are many Members of Congress who are often wiii- 
ing to be out front on heaith care issues; very few on pension 
issues. And the Chairman is certainiy one of them, and you have 
become certainiy one of them as weii with your effort on these mat- 
ters. And we thank you for that. 

Chairman J ohnson. We wiii be hoiding a hearing on that matter 
in the months ahead, and at that hearing we hope to get a better 
grasp of how much SiMPLE has simpiified things and how much 
difference it has made, and whether SAFE and whether aii of the 
ideas that Rob has for simpiifying the smaii business pension 
worid. This is reaiiy terribiy important. 

Karen. 

Mrs. Thurman. Thank you. Madam Chairman. Let me ask a 
question, is there any concern from any of you if the tax deduction 
were put into piace, that it couid potentiaiiy increase premiums? 
And i'ii give you the idea that we hear sometimes, if we give tax 
deductions for education that tuition wiii rise because you can get 
away with it. 

Do you feei that couid happen at aii? i didn't mean to do the 
hard question in front of your kids. 

Mr. Klein, i suppose it couid work that way. Heaith economics 
sometimes works in perverse ways, from other kinds of goods and 
services. But i guess i wouid probabiy disagree, because i wouid 
think that the deduct! biiity wouid enabie more peopie to go out and 
obtain it in a much more efficient way than the kinds of uncompen- 
sated care that we have now that are shifted either to other pur- 
chasers in the system iike my members, for exampie, or to pubiic 
programs, be they Federai, State, or municipai. That is a iot of 
wastefuiness. 

And so whatever economic effect might occur by making those 
deductibie wouid hopefuiiy be more than offset by this more effi- 
cient purchase. And that peopie aiso wouidn't be therefore having 
to wait as iong to get into the heaith care system, because that's 
another probiem of the uninsured, and their costs wouid be iower. 

Mr. Fronstin. Certainiy, if you are bringing in more heaithy 
peopie, it wiii either reduce rates, because you are going to have 
a iess adverse group or rates won't go up as fast. So the opposite 
effect may happen. There may be additionai competition to enroii 
these peopie. 

Mrs. Thurman. With that answer in mind, though, iet me ask 
you this, because i 've got a chart up here that just taiks about tax- 
abie income for married, joint fiiers if they were making zero to 
$42,000, their average insurance was $5,600 and their tax benefit 
wouid be about $840. So their net insurance cost wouid be about 
$4,760. 

if you went down to, say, $100,000 to $155,000 for taxabie, their 
tax benefit wouid be about $1,736, and then it wouid be about 
$3,864, assuming it wouid stiii be $5,600. So the reai issue here 
is— and i don't disagree with you, because i think we see it in the 
Medicare Program, i think we've seen it in others— that we can get 
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into this group, and the more people we have to spread our risk 
over, the lower our costs become. 

So if we did this tax incentive, that's still only going to pick up 
a small portion. I don't see it picking up— I don't know what the 
number is, but whatever. But you're still looking at that, even from 
zero to $42,000, of only getting the tax benefit of $840, it still costs 
them $4,700. If they have two children, trying to buy a house, have 
two cars, I don't know where they get the money to pay for that. 

So help me. Is there something else Congress can do besides just 
a tax incentive to get other people into these programs? 

Mr. Klein. Yes. The tax incentive that is contained in the Chair- 
man's bill will certainly help address a component piece of that 40 
million uninsured. 

M rs. Th u RM AN . H ow many i s that, do you know? 

Mr. Klein. I don't know that that's been done. 

Chairman Johnson. Unfortunately, but truthfully, most of the 
data we have is 10 years old. We are having a very hard time get- 
ting the data. And then the other thing that is a component in this 
is the variability of costs. 

Now, for instance, the premium costs that you gave are probably 
specific to your State. There are other figures that, for instance, if 
somebody in this category wants to buy a high deductible, then 
their actual deduction could be quite considerable relative to their 
premium. 

I think one of the things that's been made a lot clearer to me 
today in this hearing is that if we can get more small employers 
to offer coverage to their employees because they are going to bene- 
fit, that we might have a bigger impact that way. 

So there is an equity argument here that's quite powerful. I 
mean, all those who are currently paying ought to have the right 
to deduct. 

And then there is an expansion argument that really varies ac- 
cording to State cost, that will vary according to how many small 
employers come into the whole sector, and then will vary as to how 
many of that 28-percentile income bracket actually use this as an 
incentive. 

But you're right. This doesn't solve the whole problem. Exactly 
how much it does solve, we are really having a hard time figuring 
that out. 

Mr. Klein. Right. If I may answer the question 

Mrs. Thurman. Let me ask Dr. Fronstin, because some of this 
is actually based from his, that was a nonelderly population with 
selected sources of health insurances by family income. I believe 
this is the report generated by you. 

Mr. Fronstin. Yes. 

Mrs. Thurman. That gives us kind of an average, but we've got 
to have some idea of potential amount of people. I mean. I'm not 
saying that everybody would take advantage of it anyway, but say 
within a selected amount of that lower income, how many people— 
or reverse that, those people in more of a middle income who po- 
tentially would benefit, who might go ahead and take this, who 
might get a benefit of $1,700, $1,800. 

Flow many people would we be talking about there? Because if 
we can get those folks in, the benefit to the whole program is that 
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it brings more people in which should then bring the cost down for 
everybody so we could encourage more people to get in. Right? 

Mr. Fronstin. Yes. I don't want to pick a number from there, be- 
cause it would really be impossible just to look at the tables we 
present in this paper and pick a number. But getting back to your 
point about income levels, aside from the fact that low income are 
less likely to pay taxes, so there may be a lower benefit. If they 
were paying taxes, if they're in a 15-percent tax bracket and 
they're only getting an $800 benefit compared to someone who's 
making $100,000 or more, that $800 may be more valuable to them 
than someone who is making $100,000. 

Mrs. Thurman. Maybe more valuable, but their cost doesn't 
change. The cost is still the same. 

Mr. Fronstin. That's right. But at least as far as health insur- 
ance goes, that higher income person probably already has it. 

Mrs. Thurman. Well, that's part of the problem too. They already 
are affording it and so that's a problem, and I understand all that. 
I'm just trying to figure out— I mean, I have no problem and have 
voted several times. I think it's a wonderful idea to give tax deduc- 
tions for small businesses. I think it's a great idea. 

But quite frankly, we've done that. I mean, I know we're not to 
the full 100 percent. The problem is for everybody's benefit, we've 
got to have that incentive to bring people in, and that's what we've 
got to look for. 

Mr. Klein. Yes, and you asked the question, which I apologize 
for not directly answering when I gave the first response, and that 
is what else might Congress do in addition to this deductibility, 
since we all concede that it won't solve the entire problem. 

I would suggest three things. And first, since we are talking 
about health care, I would suggest that Congress take a page from 
the Flippocratic oath and first, do no harm, and I refer back to the 
comments in my testimony about the problem of mandates and the 
problem of adding cost. 

Mrs. Thurman. I don't disagree. 

Mr. Klein. The second thing, on a more positive note, I suppose, 
would be to extend the current ERISA preemption to do away with 
a lot of those State-mandated benefits that have also added such 
tremendous costs on the fully insured market. Not to interfere with 
the States' regulatory authority over the health insurance market- 
place or those matters, but rather to preempt, as ERISA preempts 
at the Federal level for self-insured companies, the opportunity for 
those State legislatures to enact the— what is it now— 900 various 
State mandates. 

And I guess maybe the third thing that Congress might suggest 
doing, is a little bit more of a philosophical answer. And that is 
that government might decide to lead by example. The Federal 
Government is the largest purchaser of health care in this country, 
both on behalf of its employees, certainly, but also for the public 
programs for which the government is essentially the plan sponsor. 

And government should really use its position, I think, as the 
Nation's largest purchaser, not in some grand regulatory scheme, 
but rather to lead by example and not to be catching up with the 
private sector in terms of advances in managed care, for example, 
but really to be leading. I think that some of the steps that have 



68 


been taken, certainly in Medicare last year, have led in that direc- 
tion and that's very positive. And there's a lot more of that to do. 

So maybe it involves your pressing public policies as they relate 
to Medicare and other publicly financed programs; and also direc- 
tives to the Office of Personnel Management in its role as the pur- 
chaser for Federal employees to do those kinds of positive things. 

Mrs. Thurman. Some of that would be taken care of by the mar- 
ketplace, and I know Nancy probably agrees that in some of our 
rule areas, we can't even get managed care into some of those 
areas. So you can talk about them all day and set them by exam- 
ple, but if we can't get people and get competition in there, we are 
still at the mercy of whatever is available. And sometimes there's 
nothing but fee-for-service. 

Mr. Nelson. And that's going to continue. I mean, it might 
change a little in the future, but we still have to recognize that 
there is going to have to be a substantial fee-for-service system in 
the rural areas. 

MSAs might be one way that we would like to see 

Mrs. Thurman. If you had that kind of money to set aside. 

Mr. Nelson. Right. That's true. 

Mrs. Thurman. But reimbursement rates to managed plans at a 
more equitable as versus what we're seeing, even though we're get- 
ting ready to go into somewhat of a 

Mr. Nelson. It's been started, but it needs to be evened out a 
little bit. 

Mrs. Thurman. It's got a long way to go. 

Mr. Nelson. It's still not very even. 

Mrs. Thurman. That's right. 

Chairman Johnson. Thank you very much for your testimony. 
And in conclusion, some of you, as in the preceding panel, rep- 
resent significant research capability. We really need your help in 
trying to look at the uninsured people who are in the 28-percent 
bracket, and you have to do this State specific. National averages 
don't give us a lot of help. Looking at the market State by State, 
what's the cost of various insurance plans that would be available 
to people? What would a 28-percent incentive look like? And what 
kinds of plans would enable people to buy? What premium subsidy 
would it offer for a high deductible for a modest plan, for a high- 
cost plan? 

Also, what is going to be the effect of CH I P, of the plan that will 
cover all children? And again, this sort of has to be State by State, 
because while CHIP goes up to 200 percent of poverty income, in 
Connecticut it's going up to 300 percent of poverty income. 

And anybody thereafter is going to have the right to buy health 
insurance for their children at $40 a month if their employer 
doesn't offer it. It's still a small business benefit. 

But can you help us see what dimensions of incentives this would 
provide, because I believe for the 77 percent over 28 percent, who 
are in the 28-percent cat^ory, looking at the prices of insurance 
in that market, this is going to be significant. Could you also help 
us look at how many very small employers there are who don't 
have the right to d^uct 100 percent of premium for their em- 
ployer, and therefore, if they had that right, might get into this 
market. 
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My friend, Mr. Portman, never ceases to amaze me in the ques- 
tions he comes up with. His question about long-term care insur- 
ance was very relevant. The estimate on this bill shot up when we 
included long-term care. I couldn't believe it. 

So I can tdl you roughly, though, from work years ago, a couple 
of years ago, that I wanted to see what would happen if we reduced 
the employer deduction from 100 percent down to whatever, so that 
everybody would get the same. And I can tell you it dropped about 
18 points down to about 82 percent if you included long-term care 
insurance and Medigap insurance deductibility. 

There is a terrible inequity in our structure, and we do have to 
put some first things first. And if you can help us look at the num- 
ber of small employers who don't under current law get to deduct 
100 percent, that gives us some sense of how many employees 
might gain access if we went immediately to 100 percent, at least 
for self-employed people who employed other people. 

So if you can help us slice this up to look at where do we get 
the greatest incentive right now for health care coverage. The em- 
ployer market and the 28-percent market do indicate that there is 
some significant opportunity to expand coverage, as well as to cor- 
rect an absolutely horrendous equity issue where you have low- 
income families, many of them struggling to carry health insurance 
because they have a child with some illness and not getting a 
penny of deductibility. 

We will be moving forward. My bill doesn't represent necessarily 
the shape of final action. There are other ideas on the table. And 
then there will be a limited number of dollars available. 

I really urge you to use your research capabilities to give us sug- 
gestions or comments on questions that I've raised, because we 
need to move forward in the next couple of weeks with better data 
than we have now. 

Thank you very much for participating, and anyone in the audi- 
ence who would like to offer data-based ideas, please feel welcome 
to do so. Thank you very much. 

Mrs. Thurman. Madam Chairman. 

Chairman] ohnson. Sorry. 

Mrs. Thurman. Mr. Coyne had asked, if it's agreeable with you, 
if I could request unanimous consent that the following two docu- 
ments would be included in the Oversight Subcommittee's hearing 
record. 

Chairman J ohnson. Of course. 

Mrs. Thurman. The first one is the Health Insurance Reform 
Project, which was sponsored by George Washington University 
with support from the Robert Wood J ohnson Foundation, and the 
second is the recent report commissioned by the AFL-CIO concern- 
ing the impact of employer cost shifting and other economic factors 
on the erosion of employer-provided health insurance coverage. 

Chairman J ohnson. Absolutely. 

Mrs. Thurman. Thank you very much. 

[The inserts are being held in the Committee files.] 

[The following questions submitted by Chairman J ohnson and 
Mr. Fronstin's responses are as follows:] 
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Q. What is the variation in the amount empioyers contribute to heaith pians? (I 
am iooking for a break down in either numbers or percentages of empioyers, if pos- 
sibie. I ai ready have data showing that most empioyers contribute between 70-80%.) 

There is no one answer here. A recent survey from Wiiiiam M. Mercer, a benefits 
consuiting firm found the foiiowing for the empioyee contribution in 1997 (the em- 
pioyer contribution wouid be 100 minus the numbers beiow): 
indemnity pian 
empioyee-oniy 24% 
famiiy 32% 
hmo 

empioyee-oniy 23% 
famiiy 34% 

PRO 

empioyee-oniy 23% 
famiiy 36% 

POS 

empioyee-oniy 22% 
famiiy 31% 

Note: these numbers have been virtuaiiy unchanged since 1993. 

Q. How many empioyers do not offer coverage for the empioyees' dependents? 

This is another question that I cannot answer from the empioyer perspective. I 
can answer it from the empioyee perspective but the data is oid. According to data 
from the Aprii 1993 Current Popuiation Survey, oniy 6.4 percent of wage and saiary 
workers with empioyment-based heaith insurance were oniy offered empioyee-oniy 
coverage. 

Q. How many of the empioyees who do not have empi oyer-subsidized coverage 
have incomes high enough to purchase heaith insurance on their own? (You may 
not have data to support that kind of determination, but it wouid at ieast be helpfui 
to know the incomes of empioyees without empioyer-subsidized heaith coverage.) 

I'd iike to foiiow-up with you on this one. In order for me to do that I need to 
know if you want 1. aii workers without empioyment-based coverage. 2. aii workers 
without empioyment-based coverage through their own empioyer (maritai status 
compiicates this picture because you can be working with empioyment-based cov- 
erage through your spouse) 3. uninsured workers. 

Q. Is it reaiistic to assume that an empioyee who deciines empi oyer-sponsored 
heaith coverage can get the potentiai empioyer's contribution back in cash wages? 

Yes and no. Some empioyers wiii, some won't. However, if you assume that more 
and more of the cost is being shifted onto workers, then when they deciine coverage 
they effectively get the cash wages because they are already part of salary. 


Chairman J ohnson. Thank you. 

[Whereupon, at 3:29 p.m., the hearing was adjourned subject to 
the caii of the Chair.] 

[Submissions for the record foiiow:] 

statement of Hon. J im McDermott, a Representative in Congress from the 

State of Washington 

As a physician, I have found it quite difficult to understand why Congress has 
done so little to address the health care needs of the tens of millions of uninsured 
and underinsured Americans over the past 4 years. As a psychiatrist, I find it very 
difficult to comprehend the schizophrenic way in which this Committee has chosen, 
or not chosen, to address the issue of health care tax incentives. 

I have devoted my time in Congress to promoting efforts to guarantee universal 
health coverage to all Americans. I have also attempted several times in this Com- 
mittee and on the floor of the House to both increase the self-employed health care 
tax deduction and create a health care tax credit for the working uninsured. Each 
time that I have offered these proposals the Republican Majority— including many 
of the people here today— has voted to kill those efforts. So I have great difficulty 
taking this election-year hearing seriously beyond it's supposed public relations 
value. 

However, in the slim chance that the Majority is sincere about improving the af- 
fordability of health care coverage for all Americans, I would like to describe alter- 
native legislation which I support. 



71 


Early last year I reintroduced H.R. 539, legislation which will give working Amer- 
icans who are not provided health insurance by their employer a refundable tax 
credit worth 30% of the cost of their health insurance premiums. Although the cred- 
it would be refundable, it could not exceed the amount the employee actually paid 
in income and payroll taxes. 

The 30% tax credit will begin to phase-out for individuals earning more than 
$25,000 and for families earning $40,000 or more. These income levels will also tar- 
get the benefit to the lower and middle income working Americans who comprise 
almost 80% of the nonelderly uninsured. 

To guard against the possibilities of tax fraud, a payment for health insurance 
may be eligible for the credit only if it is substantiated in such form as the Secretary 
of the Treasury directs. 

This legislation is important because it will begin to equalize the tax treatment 
of health insurance costs for all working Americans. Under current law, if an em- 
ployee receives health insurance through his employer, and the employer pays part 
or all of the employee's health insurance premium costs, that benefit is not included 
in calculating the employee's taxable income. Similarly, a self-employed person is 
currently able to deduct 45% of the cost of his or her health insurance premiums. 
Under the recently enacted Health Balanced Budget Act of 1997, this percentage 
will reach 100% in 2007. Once again, the tax code is providing a subsidy for the 
cost of health insurance by allowing a self-employed individual to deduct a percent- 
age of the cost of health insurance resulting in lower taxable income. 

There is only one group of working Americans who receive no subsidy through the 
tax code for their health insurance costs — working Americans whose employers pro- 
vide no health benefits. The BBA has worsened this inequitable situation. Why 
should a doctor or attorney who is self-employed be able to deduct a portion of the 
cost of his/her health insurance, while a secretary, who must buy his/her own health 
insurance policy, not be able to deduct one cent of the cost? 

It is simply not fair for the tax code to grant certain classes of employees pref- 
erential treatment when it comes to the cost of health insurance. Cost is still the 
primary reason people are uninsured. 

I am skeptical that a straight deduction, like the one proposed by the Chairperson 
(H.R. 3475), will make any difference in the affordability of health coverage for the 
working uninsured. I looked at that option earlier this year and found that we can- 
not escape thefollowing facts: 

• Most uninsured are in the lowest income tax bracket; 

• Most uninsured would be helped very little by an income tax deduction for 
health insurance costs; 

• The cost insurance would remain prohibitive for most of these families; and 

• For the few uninsured in upper income tax brackets, a deduction for their 
health insurance costs would be very attractive. 

While I 'm encouraged that the Majority is finally willing to admit there is a prob- 
lem with inequity in the tax code when it comes to health care, a deduction merely 
pays lip-service to the problem. If you want to make a difference, a targetted tax 
credit, such as the one I propose, will help make health insurance affordable for 
those employees who have to pay their way. 


Statement of Society for Human Resource Management, Alexandria, 

Virginia 

Madam Chair and Members of the Subcommittee on Oversight, thank you for the 
opportunity to express the views of the Society for Human Resource Management. 
The Society for Human Resource Management (SHRM) is the leading voice of the 
human resource profession. SHRM, which celebrates its 50th anniversary in 1998, 
provides education and information services, conferences and seminars, government 
and media representation, online services and publications to more than 95,000 pro- 
fessional and student members through out the world. The Society, the world's larg- 
est human resource management association, is a founding member of the North 
American Human Resource Management Association and a founding member and 
Secretariat of the World Federation of Personnel Management Associations 
(WFPMA). 

We are strong supporters of initiatives that make health care more affordable, 
thus lowering the numbers of uninsured. Madam Chair, your bill, H.R. 3475, which 
allows for the full deduction of health premiums for those individuals without em- 
ployment based health care coverage ensures greater tax equity for the self em- 
ployed and others. We applaud your efforts as well as those of Chairman Archer. 
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We support his ideas to create new tax breaks for those purchasing iong-term care 
insurance and creating tax incentives for smaii businesses to purchase heaith insur- 
ance for their empioyees. 

Aithough we are deariy concerned about the numbers of individuais without 
heaithcare coverage, we are proud of the contributions empioyers have made to in- 
crease the numbers of individuais covered by empioyer sponsored pians. In addition, 
Congress greatiy contributed to these efforts by passing the Empioyee Retirement 
Income Security Act (ERISA) of 1974 which heiped fadiitate empi oyer-sponsored 
pians to cover many more empioyees. However, iegisiation has to be carefuiiy craft- 
ed in order to provide incentives and not create mandates which wouid oniy drive 
up costs and increase the number of uninsured. 

Another ongoing area of concern for human resource professionais is the Consoii- 
dated Omnibus Budget Recondiiation Act of 1985 (COBRA). The goai of the iegisia- 
tion was to provide empioyees and their famiiies with temporary heaithcare cov- 
erage when an empioyee is between jobs. However, it was passed without Congres- 
sionai hearings and has been admini strati veiy difficuit and costiy for empioyers. The 
premiums coiiected from the beneficiaries do not cover the costs of the heaithcare 
services because of adverse seiection and it is very expensive to administer. Aiso, 
the noncompiiance penaities are unusuaiiy high. President Ciinton in his State of 
the Union address advocated a proposai that wouid mandate COBRA coverage to 
retirees that are no ionger covered by retiree heaith benefits. The retiree wouid be 
aiiowed COBRA coverage for up to ten years. Cieariy, this type of mandate wouid 
force many empioyers to stop providing heaithcare coverage and we strongiy oppose 
this proposai. 

Empioyers offer heaithcare benefits because it is good business. Companies com- 
pete for and work to retain the very best empioyees we can, we reaiize that high 
quaiity heaithcare coverage is one of the toois we have to attract and keep highiy 
skiiied and motivated empioyees. We want and need for our empioyees to be 
heaithy. The empi oyer-sponsored system aiso addresses some of the probiems associ- 
ated with individuais purchasing heaith care independentiy, such as adverse risk 
seiection, group purchasing power, and higher administrative costs. In fact, the Con- 
gressional Research Service estimated that an individual health policy is 30 percent 
higher than a group health policy due to administrative costs. 

Health care cost inflation has been a problem for employer-sponsored plans and 
is a major factor in the changing nature of our health care system, from fee for serv- 
ice to managed care. In 1960, health expenditures accounted for close to 5 percent 
of Gross Domestic Product. In 1996, it jumped to 14 percent of the GDP. However, 
costs are now being contained and we have a stronger and more accessible 
healthcare system. We urge you and the Subcommittees to support allowing the 
market to make any needed corrections rather than destroying the progress we have 
made by mandating certain benefits. As was stated, mandates simply increase costs 
and lead to more uninsured. 

However, our workforce is changing. We have many more independent contrac- 
tors, temporary employees and consultants than we did just a few years ago. We 
need to keep the employer-sponsored healthcare system strong, but we must also 
work to strengthen the individual health insurance market. 

We believe your legislation is an important step in the right direction. The self 
employed and others who pay for their own health insurance should get the same 
deduction, not a partial deduction, for health insurance premiums. In addition, con- 
tinuing the current deduction for employer-sponsored plans is critical to maintaining 
the strength of the system. 

We look forward to working with you as you address the issue of the deductibility 
of health benefits for the self employed, small business owners and others who do 
not have employer provided healthcare coverage. In addition, we would like to work 
with you to strengthen the employer provided healthcare market and provide 
healthcare incentives through the tax code. 
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